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ABSTRACT 
Channelling funds to charity by Islamic banks has become a popular approach to de-recognise 
non-Shariah income derived from non-Shariah compliant transactions. Unlike conventional 
banks, this distinctive feature occurs within Islamic banking environments due to non-
conformance with Shariah (Islamic law), which is a basic principle of the Islamic banking 
system. For instance, the first stand-alone Islamic bank established in Malaysia has reported in 
its 2011 audited annual report that an amount of MYR181,791.91 was received from non-
Shariah compliant transactions. Thus, this research aims to study the issues and occurrences of 
non-Shariah compliant transactions in Islamic banks and to identify resolutions, particularly in 
Malaysia, by highlighting four main areas. These are: incidents of non-Shariah compliance, 
Shariah and corporate governance, a legal and regulatory framework, and financial disclosure. 
The research focuses on a mixed method approach, combining quantitative and qualitative 
methods to identify gaps and the lacuna in dealing with non-Shariah income. Due to the limited 
access of internal reporting of non-Shariah compliant transactions within Islamic banks and the 
central bank of Malaysia, self-administered questionnaires were generated and filled in by 
Shariah officers of Islamic banks as primary data. Semi-structured interviews were also 
conducted with members of Shariah Advisory Council (SAC) of the central bank of Malaysia to 
understand and explore their perceptions and views on non-Shariah compliant issues. 
Furthermore, content analysis of audited annual report of Islamic banks was used to extract 
statutory information regarding financial disclosures, specifically on non-Shariah compliant 
transactions for specific accounting periods. 
 
The findings in the study have discovered that there are shortcomings in existing practises of 
dealing with non-Shariah compliant transactions and income. Based on the empirical analysis, 
the study constructively proposes a comprehensive model and policy recommendations to 
enhance and further overcome the existing shortcomings in the main areas mentioned above.  
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CHAPTER 1 
“The ink of a scholar is more sacred than the blood of a martyr” 
 
 
 1 
CHAPTER 1: INTRODUCTION 
1.1 RESEARCH BACKGROUND 
There is a misconception of Islamic banks where many people understand that every 
transaction and income received by Islamic Financial Institutions (IFIs) must be 
Shariah compliant.  There is a possibility for Islamic banks to receive non-Shariah 
compliant income derived from illegitimate transactions according to Shariah 
principles due to unforeseen reasons such as operational and inherent risk.  
It is unlike a conventional bank, as revenues are received from two types of sources, 
which are interest spread and non-interest or value-added services. It is offered to 
corporate clients, such as the issuance of new equity financing that can be further 
realised as profit in their income statement after deducting a provision for credit loss 
and accounting for expenses and applicable taxes of the bank (Canadian Bankers 
Association, 2015).  
In fact, there are events that report the existence of non-Shariah compliant income, 
that have resulted in the income being channelled to charitable bodies. This tainted 
income should not be recognised as income for an Islamic bank as it originated from 
illegitimate sources which are not in-line with Shariah principles. The tainted income 
should be disposed of and cleansed in accordance with Shariah resolutions adopted by 
Islamic banks through their appointed Shariah advisor. One of the popular corrective 
actions taken is channelling the tainted income to charitable purposes. In contrast, for 
a conventional bank, the channelling of funds to a charitable body is not due to 
inherent risk, but merely as part of a corporate social responsibility (CSR) strategy of 
the bank.  
There are many cases where non-Shariah compliant income has been reported and 
disclosed in audited annual reports of Islamic banks, despite the establishment of the 
Shariah Governance Framework for the Islamic financial institutions by the central 
bank of Malaysia on 1st January 2011. For instance, the first stand-alone Islamic bank 
has reported in its 2011 audited annual report that an amount of MYR181,791.91 was 
received from non-Shariah compliant transactions (Bank Islam Malaysia Berhad, 
2011). 
The Islamic Financial Services Act was enacted later in 2013 to strengthen the legal 
governance to regulate the operations of Islamic financial institutions in Malaysia. 
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However, there was a case where the validity of Shariah principles were challenged in 
Kuwait Finance House (Malaysia) Bhd. V JRI Resources Sdn Bhd & Ors in 2016 
when the Court of Appeal was questioned to consider, inter alia, whether Sections 56 
and 57 of the Central Bank of Malaysia Act 2009 which empowers the Shariah 
Advisory Council to issue rulings which are binding upon the Islamic financial 
institutions in Malaysia were unconstitutional and void.  
Apart from that, the central bank of Malaysia has issued several Shariah standards as 
guidelines to the Islamic financial institutions such as mudharabah, Musharakah, 
ijarah and wadiah. Circular on Non-Shariah compliant Reporting was later introduced 
to monitor the actual non-Shariah compliant event and income on 15th of March 2013. 
Nonetheless, the circular was silent on a specific treatment of non-Shariah compliant 
transaction in accordance to Islamic principles hence most Islamic financial 
institutions rely heavily on their Shariah Committee members to rectify and purify the 
non-Shariah compliant income correctly by channelling fund to charity amid lack of 
regulatory and Shariah standards. Thus, an in-depth analysis must be carried out to 
specifically identify the rectification method of non-shariah compliant transaction and 
channelling funds of the purified non-Shariah compliant income from policy, legal 
and regulation aspects. A review of the previous literature finds gap of study in this 
aspect due to its complexity of the subject and due to the fact that this is relatively 
new area which requires for more academic studies. 
In view of the above backdrop, this research has been undertaken for two reasons: (1) 
to study the issues of non-Shariah compliant income of IFIs, as well as its purification 
methods and (2) to explore the legal and policy framework governing non-Shariah 
compliant income. This study aims to explore and analyse the Malaysian Islamic 
banking industry, which has been a leading country of offering Islamic finance 
services, amid strong infrastructure and supportive policies from regulators.  
1.2 RESEARCH AIM AND OBJECTIVES  
This study aims to explore Shariah governance adopted by IFIs and to examine the 
applicable legal regulations in regulating non-Shariah income. Furthermore, this 
research is also undertaken to observe the existing governance and legal framework, 
financial disclosure and treatment of non-Shariah compliant income by IFIs, and to 
provide an in-depth analysis on the subject matter. 
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To achieve the research aim, the following objectives were developed: 
(1) To explore the Shariah governance framework of IFIs. To attain the objective, 
the following sub-objectives were developed: 
a. To understand the importance of Shariah standards and principles in 
Islamic finance. 
b. To determine the roles and responsibilities of a Shariah advisor in IFIs. 
c. To define Shariah Governance. 
(2) To examine the legal regulatory framework in regulating non-Shariah 
compliant income in the Islamic banking industry. The following sub-
objectives were developed to achieve this objective: 
a. To understand the issues of non-Shariah compliant events in IFIs. 
b. To discuss the nature of non-Shariah compliant events. 
c. To identify the existence of Shariah compliant events and income in 
IFIs. 
d. To explore relevant laws and legal regulatory framework governing 
non-Shariah compliant income for IFIs in Malaysia. 
e. To explore relevant guidelines in relation to non-Shariah compliant 
income issued by financial regulators other than Malaysia. 
f. To assess the Anti Money laundering and Counter Financing Terrorism 
policy and its relevancy with channelling funds to charitable bodies.  
 
(3) To observe and identify the financial disclosure and treatment of non-Shariah 
compliant income by IFIs. The sub-objectives for this objective was as 
follows: 
a. To review the annual report of IFIs regarding the disclosure of non-
Shariah income. 
b. To assess the Shariah Committee Report pertaining to non-Shariah 
compliant events occurring in IFIs. 
c. To identify the amount of non-Shariah compliant income disclosed by 
IFIs in Malaysia. 
d. To determine the recipients of non-Shariah income purified by IFIs. 
e. To assess the screening procedures within IFIs to identify if a 
charitable body has a relationship with terrorism activities. 
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f. To test the relationship between IFIs revenues and non-Shariah 
compliant income through relevant ratios. 
1.3 RESEARCH QUESTIONS 
 (1) To attain the above research objectives, the following key research questions 
were formulated:  
a. How does the Shariah Advisory council for IFIs in Malaysia ensure activities 
follow Islamic Finance and how can non-Shariah compliant events be reported to 
authorities (The Central Bank of Malaysia)? 
b. How do the legal regulations by the Central bank of Malaysia in the case of non- 
Shariah compliant events ensure IFIs prevent the rise of anti-money laundering 
activities? 
c. How does financial disclosure in an annual report ensure transparency and prevent 
IFIs from financing terrorism activities? 
1.4 RESEARCH IMPORTANCE AND CONTRIBUTION  
No previous studies have undertaken a comprehensive and an in-depth empirical 
investigation of the non-Shariah compliant income in the Malaysian Islamic financial 
system. This research attempts to fill the gaps identified from the existing literature 
reviews in the area of non-Shariah compliant income from a legal, shariah and 
financial perspective by empirically examining various forms of non-Shariah events 
in IFIs including understanding the experienced of Shariah officers, opinion of 
Shariah advisors, existences and reporting of non-Shariah event, and purification 
method applied by IFIs in the case of Malaysia. As for policy and practical 
implication, this research will assist to provide a policy framework for the Islamic 
finance industry in the world to deal with non-Shariah compliant income and the 
correct treatment Islamically, legally and financially. The proposed framework 
namely GHANI model will enhance the transparency and confidence level among 
stakeholders of Islamic banks which comprise of, the opinions of an appointed 
Shariah advisor, a legal and regulatory framework, and proper financial disclosure of 
purified amounts. In addition to that, the study is important academically, as it makes 
a comparative study between the policy and regulations of non-Shariah compliant 
income of Islamic banks in Malaysia. Furthermore, the questionnaires and semi-
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structured interviews generated will relevant and further contribute to future research 
studies on topics related to non-Shariah income or transactions.   
1.5 RESEARCH MOTIVATION AND METHODOLOGY  
The research study explains the analysis of the issue of non-Shariah compliant income 
and considers the vital roles of Shariah governance frameworks of IFIs, the Shariah 
advisory board and legal regulations imposed by the Central Bank of Malaysia, by 
adopting a mixed method approach. This approach is very important to understand the 
perception of Shariah advisors and officers and to analyse financial disclosure 
regarding the issue of non-Shariah compliant income and highlighting the best 
practices for possible recommendations. Thus, the research will further explore and 
enhance corporate governance within the Islamic finance industry.  
1.6 THE STRUCTURE OF THE RESEARCH 
First Chapter: Introduction 
The first chapter of the thesis discusses the Islamic financial system and its concepts 
to further indulge the significance of this research. This chapter also further discusses 
Shariah governance and the legal framework applicable in Malaysia. It is vital for 
Islamic banks to ensure that their transactions are fully Shariah compliant and that 
there is lawful recognition of their income, and where relevant authorities play an 
important role to perform suitable prevention or rectification of any non-Shariah 
income derived from non-Shariah compliant transactions in Islamic banks. The 
review is extended to the type of corrective actions carried out by Islamic banks to 
purify tainted income. 
Second Chapter: Literature Review 
The second chapter of the thesis continues to provide further enlightenment on 
previous studies in relation to non-Shariah compliant income of Islamic banks as well 
as Shariah governance and its legal framework in Malaysia. Primarily, this chapter 
highlights the importance of definitions of Islamic finance, Shariah governance, non-
Shariah compliant income, purification process and financial disclosures. This chapter 
also discusses the lacuna in the existing legal and channelling policy of tainted 
income to charities as part of the purification process of income by Islamic banks.  
Third Chapter: Methodology 
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The third chapter explains the methodology of the thesis. The methodology is the 
backbone of this thesis, where it was crucial to identify the worldview and an 
epistemological stance. This chapter subsequently explains the paradigms, design and 
methods used for the purpose of this study. This study adopted a mixed method 
approach which was both quantitative and qualitative in nature. Furthermore, the 
document review was crucial to further explain the relationships between data 
gathered from the interviews and questionnaires.  Following this, the researcher 
explained the pre-test process and finally this chapter expounded on the approach 
used in analysing the data. 
Forth Chapter: Analysis and findings of the questionnaire survey 
The fourth chapter explained in detail the analysis and findings of questionnaires by 
the respondents of the selected Islamic banks in Malaysia. The first part of the chapter 
introduced the profile analysis of the respondents who participated in answering the 
Survey Monkey questionnaire provided by the researcher. The chapter then continued 
to elaborate the analysis and findings according to the sections of the questionnaire 
itself. 
Fifth Chapter: Analysis and Findings of the Semi-Structured Interviews 
The fifth chapter further analysed the second method used in the research, namely the 
semi-structured interviews. The first part of the chapter defined the subject matter 
expert and then continued to introduce the profiles of the two interviewee participants. 
Further details were explained in the responses received from both, according to 
section or topic related to the research questions.  
Sixth Chapter: Analysis and Findings of the Audited Annual Reports  
Chapter number six finally analysed the annual reports and financial statements of 
IFIs in Malaysia. The analysis of the annual report contained information disclosed by 
the IFIs with regards to Shariah governance, non-Shariah compliant events and their 
rectification. Following that, the level of compliance among IFIs towards mandatory 
regulatory requirements was further discussed. 
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Seventh Chapter: Findings, Conclusion and Limitations 
Finally, the thesis ended with the research findings analysed from the above methods 
used for the research and concluded to achieve the aims and objectives of the 
research. The chapter further discussed the limitations of the current research and 
future research.  
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CHAPTER TWO 
“Ask the men of knowledge if you have no knowledge” 
  
 9 
CHAPTER 2: LITERATURE REVIEW 
A review of past researches is important to guide the researcher to identify how far 
the discussion on the topic has been conducted in the case of Malaysia and to position 
the present study and subsequently serves as conceptual framework to underpinned 
the research structure. The present study, therefore reviews previous research from 
four main areas which are (i) non-Shariah events in Islamic banks, (ii) roles of 
Shariah governance, (iii) disclosure of non-Shariah income, and (iv) policy and legal 
regulatory framework specifically to answer the following research questions: 
a. How does Shariah Advisory council for IFIs in Malaysia ensure activities 
follow Islamic Finance and how can non-Shariah compliant events be reported 
to authorities? 
b. How does financial disclosure in an annual report ensure transparency and 
prevent IFIs from financing terrorism activities? 
c. How do the legal regulations by the Central bank of Malaysia in the case of 
non- Shariah compliant events ensure IFIs prevent the rise of anti-money 
laundering activities? 
2.1.0 CONCEPT OF NON-SHARIAH EVENTS IN ISLAMIC BANKS  
Conceptual studies on Shariah non-compliance can be traced back from the study on 
the concept of Haram (unlawful) as the processes and operations that are not 
conducted in accordance to Shariah law of contract that derived from the Quran and 
Hadith. Any unlawful deed or action committed by a Muslim leads to sin. Thus, she 
or he is therefore liable to incur punishment from Allah in the hereafter as well as face 
legal action in this world. Islam is a complete religion that encourages certain 
disciplines and rules that must be adhered to among its followers. Only the Law giver, 
Allah, can provide full determination of what is lawful and unlawful in Islam and no 
single human being can interfere, as it is already clearly mentioned in the Holy Quran 
and through the Messenger (Al-Qaradawi, 1960). Al-Qaradhawi (1960) added that no 
people neither kings nor sultans, have the right to forbid something permanently as 
per the Quranic verse, “Do they have partners (with Allah) who have prescribed for 
them in religion that concerning which Allah has given no permission?” (Qur’an 
42:21). Also mentioned in another verse, “They have taken their rabbis and priests as 
lords besides Allah, and the Messiah, son of Mary, although they were commanded to 
worship no one except the One Allah. There is no Deity but He, glory be to Him above 
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what they associate with Him!” (Qur’an 9:31) Literally, Shariah is derived from the 
root word of the verb "Shara'a", that means path. Technically, Shariah implies the law 
administering every inch of a Muslim life (Abdullah and N.Y, 2005). However, 
today’s banking system is more complicated than the classical text Islamic law of 
contract which requires both understanding of Islamic principles and existing 
conventional products in ensuring products offered by IFIs are Shariah compliant.  
Chong and Liu (2009) further explained the unique differences between Islamic banks 
and conventional banks and included the fact that an Islamic bank prohibits the 
elements of riba (interest), whilst conventional banks do not do so. Islamic banks are 
not allowed to charge interest on loans because they are not allowed to offer a 
guaranteed fixed rate of return on deposits. Another unique feature discussed was the 
profit and loss sharing paradigm of Islamic banks. Under this paradigm, the borrower 
shares profits and losses with a bank, which in turn share profits and losses with 
depositors as well. Other instruments of Islamic finance can be categorised into three 
which are: (i) Profit-and-loss sharing (PLS), (ii) non-PLS; and (iii) fee-based 
contracts (Chong and Liu, 2009).  
Similarly, Khalid (1995) presented more general the term of illegal or Haram incomes 
in Islamic banks which means any income derived from any non-Shariah activities 
carried out by the Islamic banks (Khalid, 1995). The study by Arshad and Wardhany 
(2012) later specifically clarified that Shariah approval is required to be obtained from 
Shariah scholars who understand Islamic jurisprudence and rulings for every Islamic 
financial institution before each product offered by the bank can be deemed as 
Shariah compliant financial products. Next, the present study provides comprehensive 
investigation from both theoretical and empirical perspectives in four different aspects 
which are (i) Incidents of non-Shariah compliant transactions, (ii) Channeling fund of 
non-Shariah compliant income to charity, (iii) Terminology of income purification or 
cleansing; and (iv) Purifications methodology applied by the Islamic banks. 
2.1.1 INCIDENCES OF NON-SHARIAH COMPLIANT TRANSACTIONS 
A number of studies have addressed the incidences of non-Shariah compliant events 
and income in IFIs as the institutions that are responsible of conducting their banking 
activities based on the Shariah approval from their appointed Shariah Committee. 
This is in line with the Section 28 (8) of the IFSA (2013) that has clearly specified the 
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maximum penalty of monetary and non-monetary punishment for a management of 
IFIs who violates the principle of Islamic finance. However non-Shariah events may 
accidentally occur and income may be generated from the non-compliant transaction 
due to inconsistency in Shariah approval. For example, in the case of Tawarruq (one 
Islamic financial instrument used for liquidity management), the Fiqh Academy 
issued a Shariah resolution during its 17th meeting session which outlined that 
Tawarruq based products offered by some IFIs in Malaysia were non-Shariah 
compliant where IFIs play a classical role in arranging the trade of a commodity on 
behalf of mustawriq (who needs liquidity) as an agent. This a due to its similar 
operation with a prohibited transaction by the majority of Shariah scholars i.e. the bai 
al inah (buy back sale) transaction. In addition, there is no real ownership transferred 
from the IFIs and a customer, which clearly violates one pillar of Islamic transactions 
(Al-Zuhaili, 2006). Tawarruq is further defined as a transaction where an IFI will buy 
and sell an asset subsequently to a customer on an instalment basis at a mark-up price. 
The buyer will sell the purchased asset to a third party for immediate cash. The IFIs 
will gain profit from the mark-up sale (Thomson Reuters, 2019). On the other hand, 
Inah is defined as an Islamic finance transaction where an IFI sells an asset to a 
customer on instalment at a mark-up price and subsequently an IFI repurchases the 
same asset from a buyer via cash (Thomson Reuters, 2019). The Academy further 
decided and rejected the application of organised Tawarruq in 2009 during its 19th 
meeting session in Sharjah, United Arab Emirates due to the ambiguity of existing 
Tawarruq transactions that happen instantaneously between IFIs and customers (Ali, 
Hussain and Dusuki, 2013). However, in 1998, Fiqh Academy issued the 
permissibility of Tawarruq during its 15th meeting session that was held between the 
31st October 1998 and the 4th November 1998 in Makkah Mukarramah based on the 
following strict conditions: (1) Tawarruq is the sale of an asset to a buyer at a 
deferred payment and subsequently the purchaser sells to a person other than the first 
seller for cash, (2) the Tawarruq transaction falls under the category of sale that is 
allowed in Islam, (3) the price for the second leg of the transaction is not lesser than 
the purchase price and (4) the purpose of the transaction is to help release burden on 
those who require liquidity or cash and want to avoid an interest-based transaction 
(Firoozye, 2009). 
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Later in 2014, Bursa Malaysia launched the Commodity Murabahah House or Suq al-
Sila as an alternative to facilitate IFIs to participate in Tawarruq transactions by 
following the strict conditions outlined by the Fiqh Academy. This facility was 
approved by the SAC of Securities Commission (SC) and BNM on the 5th of February 
2008 and on the 30th of July 2008. Indeed, more than 32 participants from Saudi 
Arabia, Kuwait, United Arab Emirates and Singapore enrolled to use this facility. The 
same platform was later established in Bahrain by the Bahrain Financial Exchange as 
e-Tayseer was approved by the Islamic Ratings Intelligence Partners (IRIP) and 
Indonesia as the Commodity Shariah by Bursa Berjanka Jakarta was approved by the 
Shariah National Board of Indonesia Council of Ulama (Mihajat and Hasan, 2014).  
In the recent study by Ali, Hussain and Dusuki (2013) concluded that there are a 
number of Shariah issues that are still unresolved, such as an additional processing fee 
imposed on parties who intentionally take possession of a commodity purchased. The 
study also revealed that incidents of non-Shariah compliant events can be occurred 
within the existing Islamic banking environment. (Ali et al.,2013).   
On the other hand, the previous financial reports indicated that the incidences of non-
Shariah compliant transaction can be occurred due to unforeseen reasons, such as 
system failures and human error. For instance, the first standalone fully-fledged 
Islamic bank in Malaysia, Bank Islam Malaysia Berhad reported a total amount of 
MYR41,528.67 in its audited financial statement as non-Shariah compliant income 
derived from non-Shariah compliant transactions in 2012 (BIMB, 2012). The income 
cannot be recognised because of its illegitimate sources which were: (i) interest 
received from the bank’s nostro account opened in foreign conventional banks due to 
the absence of Islamic banking facilities in such countries, (ii) commissions earned 
from non-Shariah compliant merchants of their Islamic credit card business; and (iii) 
penalties charges (Gharamah) received from its customers. A similar incident was 
reported by CIMB Islamic Bank Berhad of Malaysia in its 2013 financial statement, 
where the amount of MYR366,144.90 was declared as non-Shariah compliant 
income, which resulted from the failure to comply with Shariah requirements as set 
by the Shariah advisory council (“SAC”) of the central bank of Malaysia, Bank 
Negara Malaysia (“BNM”) (CIMB Islamic Berhad, 2013).  However, there was no 
details of non-Shariah compliant transactions reported by CIMB Islamic Bank Berhad 
in its audited financial report in 2013. 
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Despite numerous studies on the subject of non-Shariah compliant events, the 
discussion on the incidences of Shariah non-compliant events that occur within the 
Islamic banking practice were too theoretical and partial in nature. The present study 
provides empirical study on the incidences of non-Shariah compliant transaction 
specifically in the Malaysia’s Islamic banking regulatory framework. The following 
sub-section delicate treatment of non-Shariah compliant transactions that occur within 
the IFIs. 
2.1.2 CHANNELLING NON-SHARIAH COMPLIANT INCOME TO CHARITY 
In the context of Islamic finance, compliance aspects of product and services offered 
by Islamic banks are usually related to Shariah matters. Otherwise, IFIs cannot 
recognise the income received from non-Shariah compliant transactions, as they are 
deemed unlawful according to Islamic law. Mirza-Begum (2014) discussed that any 
incident of non-Shariah compliant income received from non-Shariah compliant 
events in Islamic banks should be channelled to charity. Additionally, income 
generated by this impermissible way must be purified accordingly and rightfully. 
Furthermore, purification is mandatory for unlawful income derived from such 
transactions, for example, interest received, as some scholars opine that directing the 
money to charitable bodies is better than overlooking it, as this would indirectly give 
consent or approval for a conventional bank to expand their interest-based lending 
activities (Mirza-Begum, 2014). 
The concept of channelling to charities is highly recommended in Islam, as the deed 
can purify the soul. Indeed, it has been stated in the Quran: “Take sadaqa (alms) from 
their wealth in order to purify them and sanctify them with it.” (At–Taubah: 103). 
Additionally, the giving of charity is also the best way to purify wealth from 
wrongdoing in business transactions. One of the Prophet’s companions, Qais ibn Abu 
Gharazah said that, “One day during the life of the Prophet, we used to be called 
traders. The Prophet passed by us and named us by a good name and said: ‘O you 
traders, indeed inaccurate speaking and promise do accompany trade, so 
counterbalance it by giving charities.” 1  Moreover, the minor sins of those who 
commit unlawful acts are compensated by charity. The Prophet said: “Whoever gives 
in charity the equivalent of a date from pure earnings and Allah accepts only that 
which is pure, Allah will accept it from him with his right hand and nurture it for his 
                                                 
1 Reported by Abu Daud. 
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owner as any of you would nurture a foal, until it becomes like a mountain.” Finally, 
a charity giver is continually rewarded after his or her death. As reported by Abu 
Hurairah, the Prophet said: “Whenever a man dies his deeds are cut from him, except 
these three: a continuous charity, beneficial knowledge that is being benefited from, 
and a pious child that continues to pray for him.”2 (Bahmmam, 2013). 
As charity is highly valued in Islam, it must be performed in a specific manner with 
the right intentions. Firstly, charity must not be performed to seek reputation or to 
gain respect from people. Allah says: “If you disclose your Sadaqa, it is well, but if 
you conceal it and give it to the poor that is better for you” (Qur’an 2:271). In 
addition, the charity giver should not perform any charity in vain by attracting the 
attention of people to such acts, as Allah says: “O you who believe! Do not render in 
vain your sadaqa (charity) by reminders of your generosity or by (inflicting) injury.” 
(Qur’an 2:264) 
In the case of Malaysia, BNM, for instance, has issued a guideline on late payment 
charges and only stated that the Shariah Committee of Islamic banks must approve of 
the charitable organisations in order for them to channel the Gharamah, a non-Shariah 
compliant income derived from penalties imposed to be given for charity (Bank 
Negara Malaysia, 2012). The Gharamah is one way to educate defaulters against 
delays in making repayment or default in making payments. However, Shariah 
principles do not allow Gharamah to be recognised as a source of income for Islamic 
banks. Therefore, all Gharamah amounts must be channeled to charitable 
organisations and any means to define and record Gharamah as an income for Islamic 
banks shall be deemed to be non-Shariah compliant. Islamic banks are required to 
have separate accounts for Gharamah and Ta’widh to monitor and identify the source 
and utilisation of the Gharamah for distribution to charitable organisations. This 
scenario has created a systemic problem or inherent errors in the day-to-day 
operations of Islamic banks. It is also the duty of the Shariah Committee to determine 
and provide advice on appropriate and suitable charitable bodies for the distribution 
of non-Shariah compliant income. Islamic banks are also required to submit a report 
annually to the Central Bank of Malaysia regarding the Gharamah allocation. 
                                                 
2 Reported by Muslim. 
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The Luxembourg practice on the other hand, clearly issued that all the income that 
needs to be purified should be calculated by the fund and that the Shariah Committee 
has the responsibility to verify the calculation of impure income. The final percentage 
should be passed on to the investors to make sure the income gained is completely 
halal. As the methodologies for calculation might differ from one fund to another, the 
Shariah Committee should conclude and decide on this matter. The Shariah 
Committee also should approve and supervise the entire purification exercise from the 
selection of charitable bodies to the distribution process. Indeed, it is not limited to 
the requirement of pre-screening of chosen charitable bodies against blacklisted 
organisations in order to ensure that anti-money laundering and know-your-customer 
obligations are fully adhered to. To minimise risk, the prospectus of the fund should 
disclose the beneficiary charities and the identification of the beneficiaries should be 
checked thoroughly in accordance with the Commission de Surveillance du Secteur 
Financier (CSSF), a public institution that supervises professionals and products of 
the Luxembourg financial institution circulars to avoid involvement in terrorism 
financing. Furthermore, the fund’s Net Asset Value (NAV) of purification 
adjustments, calculation and distribution should be announced in principle by fund 
administrators (Association of the Luxemborg Fund Industry, 2012). 
However, the BNM guidelines on the channelling of non-Shariah compliant income 
to the right recipients is insufficiently addressed. For instance, the Appendix 3 of its 
Shariah Governance Framework for IFIs said that, “All earnings that have been 
realised from sources or by means prohibited by the Shariah principles have been 
considered for disposal to charitable causes.”  (Bank Negara Malaysia, 2011).  
Hence, the channelling of tainted income for charity has become a common practice 
of IFIs in Malaysia, for instance, the Development Bank of Malaysia (BPMB) has 
outlined the functions and responsibilities of an appointed Shariah Committee 
including the confirmation of Shariah compliance of an IFI by considering a Shariah 
audit and review assessment carried out and to provide assurance in the annual report. 
In addition to that, the Shariah Committee is required to conform with the following 
details which are: (i) the IFI has carried out Shariah compliant transactions, (ii) profit 
received from investment proceeds are in accordance with Shariah principles, (3) non-
Shariah compliant income received by the IFI is to be channelled to charity, and (4) 
there is a proper zakat calculation as per required by Shariah (Bank Pembangunan 
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Malaysia Berhad, 2012). The BPMB is one of the development financial institutions 
(DFIs) registered and established under the Development Financial Institutions Act by 
the Government of Malaysia in order to focus on key areas that contribute to overall 
socio-economic growth of the country, which include agriculture, small medium 
enterprises (SMEs), infrastructure, maritime, export and import, and advanced 
technology businesses (Bank Negara Malaysia, 2016).  
Similarly, this approach has also been found to be practised in Pakistan, where the 
State Bank of Pakistan has ruled a generic instruction to all IFIs in Pakistan, where 
appointed Shariah Advisers are able to authorise all non-Shariah income to be 
channelled or credited for charity accounts (DAWN, 2008).  
Existing Islamic financial instruments are more complicated compared those that 
existed 1,400 years ago since the life of Prophet Muhammad through the foundation 
of the House of Treasure (or known as Baitul-mal). Baitul-mal, for example, 
functioned as the focal point of wealth circulation and planning for the country 
through different sources of income including the Islamic trust (waqf), compulsory 
tax (or known as Zakat) from Muslim residents and jizya from non-Muslim residents, 
and incomes that received from prohibited or unknown sources. Comparatively, it is 
entirely different in nature from the financial market of today (Sadiq and Black, 
2012). According to Moisseron et al. (2015), Islamic finance is defined as a crucial 
ethical practice with a restriction on interest-based lending hence the entire Islamic 
banking operation must consistent with Islamic principles. This section expounds on 
the common practice of channelling non-Shariah income to charitable bodies. In the 
existence of such, there was a gap identified in the previous researches where no 
empirical study on the channelling fund process to charity by IFIs in the Malaysia’s 
regulatory framework. Next, the present study defines the correct terminology of the 
treatment of non-Shariah compliant events. 
2.1.3 THE CONCEPT OF INCOME PURIFICATION VS. INCOME CLEANSING 
Despite the rhetoric and the concerns addressed in the previous studies, they have 
been few attempts to define income cleansing as the process of determining, 
scrutinising and distributing non-Shariah compliant income to charity (Md. Hashim, 
A., Habib, F., Isaacs, Z. and Gadhoum, M., 2017). Md. Hashim et al. (2017) further 
argued that the cleansing methodology focused on how income received from the 
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stock investment can be quantified and cleansed according to its original context such 
as the cleansing of income from dividends based on the percentage of non-Shariah 
compliant activities of an invested company and capital gains realised from disposing 
Shariah-compliant shares. 
Shaik Mohammed, W., Barkatulla, M., Khatkhatay, M. and Abbas, Z. (2017), on the 
other hand, preferably use the term “Purging” instead of “cleansing” when addressing 
the calculation of impure income of stock investment in a recent comparative study of 
existing purification methods available for share trading (Shaik Mohammed et al., 
2017), The term ‘purge’, according to the Cambridge Dictionary can be defined as “to 
make someone or something free of something evil or harmful” or “the act of 
removing people or things that are not wanted” or  (Cambridge Dictionary, 2015). 
Alhabshi (2015), however, argued that wealth purification is different from wealth 
cleansing. The term ‘income cleansing’ is wider than ‘income purification’ as the 
word “purification” used is technically different from ‘income cleansing’. Income 
cleansing is done thoroughly in the process of gaining income from a non-Shariah 
compliant transaction. For example, IFIs invest in Shariah compliant securities and 
when such securities are de-listed as non-Shariah compliant securities, the IFS do not 
need to dispose of them on the day of the announcement. The IFS are allowed to sell 
it with a little profit or at par value in order to recover back its principal. The proceeds 
from the sale must be cleansed off from the total revenue of the IFS. Thus, income 
cleansing is required.  
On the other hand, wealth purification is used when the wealth is legitimately earned, 
in order to purify the wealth and owners’ soul by giving it away to charity or people 
in need. An example of this is when IFIs receive interest from conventional deposit 
accounts where there are no other alternative accounts offered in the country. 
Nevertheless, the Shariah Advisory Council of the Securities Commission of 
Malaysia, has opined that if the amount of interest received is not more than 5% of the 
proportion of the total income of a company, than it is considered permissible. Thus, 
income cleansing is not required in this case. However, the concept of income 
purification is applied as the income was lawfully earned in accordance with Shariah 
principles. Hence, the purpose of the purification is to purify the soul of an individual 
by contributing wealth voluntarily for the benefit of people in need. This can also be 
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considered as another way of expressing gratitude to Allah as the Wealth Giver 
(Alhabshi, 2015). 
AAOIFI however, defined income purification as the process of disposing illegitimate 
income derived from the total income realised from an investment made either to 
dispose only the interest income or other types of illegitimate income that have been 
derived from non-Shariah sources or businesses (Accounting and Auditing 
Organisation for Islamic Financial Institutions, 2008). 
Alhabshi (2015), further explained that the benefit of sharing wealth is not only 
enjoyed by a receiver but also by a giver as encouraged in the Holy Quran, “So fear 
God as much as you can; listen and obey; and spend in charity for the benefit of your 
own souls”.  
Physically, people who are in need are seen to benefit from charity but from the above 
Quranic verse, channelling to charity also benefits the soul of a giver spiritually, as 
the giver receives the highest value of satisfaction by helping and sharing his or her 
own wealth with others. At the same time, this good deed increases the remembrance 
of Allah for the giver who has bestowed him or her with such wealth. This is because 
the giver is giving the wealth that he or she has earned from legitimate sources and 
willingly sharing the wealth for the benefit of other people. 
This paper of the view that income cleansing or purging and purification are 
uncommon practises amongst conventional banks but have become popular since the 
establishment of the Islamic bank in the past four decades. Although, both terms 
connote different meanings and interpretations, both share a similar objective, which 
is to channel wealth that received from non-Shariah compliant events to charity for 
the sake of attaining the blessing of God. Thus, the present research further discusses 
the purification in regards to the IFIs in Malaysia and provide empirical evidence for 
the channelling fund and specific recipients of non-Shariah compliant income in 
Malaysia. 
2.1.4 PURIFICATION METHODS BASED ON THE CATEGORIES OF NON-
SHARIAH COMPLIANT INCOME 
Islamic finance prohibits certain elements that exist in conventional banks, namely 
interest and uncertainty. Siddiqi (2000) argued that there are many advantages of 
Islamic finance, namely the three bases of its relation to real-financial linkage, its 
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reduction of speculation, and its focus on the interests of mankind in general where 
interest is prohibited to promote justice. In brief, greater allocative efficiency, market 
discipline, financial stability and social responsibility can be achieved by having more 
profit and loss sharing contracts. Islamic banks have shown in the past fifty years that 
their operations are viable, dependable and they have well-controlled activities. They 
provide alternative methods of offering financial intermediation services. Similar to 
conventional banks, Islamic banks are subject to regulatory standards imposed by 
relevant authorities. In addition to that, Islamic banks must abide by the Islamic law 
of transactions through their Shariah advisory board where they are monitored strictly 
on aspects of compliance with law and regulations.  
Theoretically, not all non-Shariah compliant income must be channelled to charitable 
causes as the rational of an income being non-Shariah compliant may differ from one 
case to another (Ali et al.,2013). Ali et al. (2013) further identified sources of non-
halal income and provides the framework of the treatment of each non-Shariah 
compliant income for IFIs according to its original contract. In a situation where non-
Shariah compliant income exists, the rectification and purification process may vary 
based on the types of income and its nature. Some non-Shariah compliant income 
may have to be purified by channelling all the unlawful income to charity, whilst in 
some cases, it may be required that it is returned to the original owner, for instance, in 
the case of overcharging a customer. In certain scenarios, rectification can be made 
without resorting to channelling the income to charity or returning it to the original 
owner, for example, in a situation where a company is found to have imported liquor 
by using its Murabahah (cost mark-up sale) based facility offered by an Islamic bank. 
Based on the financing structure of a Murabahah based facility, an Islamic bank is 
required to buy the goods first, then sell it to a customer upon arrival at the port. Thus, 
the ownership of liquor contravenes Islamic law and an Islamic bank must dispose of 
the goods immediately.  
Additionally, according to a study by Ali et al. (2013), non-Shariah compliant income 
are divided into specific categories based on their original contract: - 
a. PRINCIPLE OF A CONTRACT 
An example of a non-halal income due to its principle, for instance, is offering a trade 
facility based on a Murabahah based contract. An IFI is required to buy imported 
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goods first before selling it to a customer on a mark-up sale basis. If goods are later 
discovered as impermissible by Shariah and there has been inadequate disclosure 
about it, an Islamic bank should dispose the sale proceeds from the initial contract. If 
impermissible items such as liquor are discovered during a contract term, an Islamic 
bank should dispose of the items and cease the contract with the importer.  
b. EXTERNAL INFLUENCES 
Non-Shariah compliant income due to external factors can be divided into six 
categories, namely: 
1. Imperfection of subject matter 
This may occur in the management of Islamic funds where securities are no longer 
classified as Shariah-compliant stock by a relevant Shariah screening authority such 
as the Securities Commission in Malaysia due to changes in underlying business 
decisions of the companies. 
2. Pillar of a contract is not present upon the signing of a contract 
During the lengthening of a credit line or cash financing to a company, for example, a 
company which has previously entered into a Letter of Credit (LC) Murabahah 
agreement with an IFI, it has later been found that the second leg sales contract signed 
with the company did not involve any asset movement, but merely the signing of a 
form of document. Murabaha is a mark-up sale contract between a buyer and a seller, 
and therefore one of the pillars i.e. subject matter in the above-mentioned Murabahah 
agreement has been clearly omitted. Thus, the contract is deemed as non-Shariah 
compliant.  
3. Structured condition but rectifiable 
In a sales contract, there must not be any clause or provision that eliminates the right 
of either parties. Occasionally, in reviewing a sales contract, it is agreed that a buyer 
has no right to take delivery of the asset bought and this would obstruct the right of a 
buyer to exercise his or her full ownership of a subject matter.  
4. Structured condition yet rectifiable 
Issue of a guarantee exists in an inter-bank deposit placement scheme where a deficit 
bank (as agent or wakil) is required to guarantee a certain percentage of return. The 
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contract has matured, and profit has been realised by both parties. Shariah prohibits a 
guaranteed rate of return, however an indicative rate that is based on historical data is 
permissible.    
5. Contract with approval of the owner but without obtaining Shariah 
Committees approval 
In this instance, a third party, the panel lawyers for an Islamic bank were recently 
awarded a financing agreement with a new home buyer, but the bank had provided a 
gift to the bank’s regional managers. This action impairs the reputation of an Islamic 
bank and therefore, such a gift is not justifiable under Shariah and must be disclosed 
to the Shariah Committee. 
6. Contract without approval of an owner 
The Islamic bank in this case had charged the customer for an overdue outstanding 
balance without making proper disclosure of the charge to the customer. In the study 
of Guidelines on Late Payment Charges for Islamic Banking Institutions (2012), it 
was found that Bank Negara Malaysia allows a compensation of only up to 1% of an 
outstanding balance, without any compounding effect (Ta’widh) and that the excess 
(Gharamah) must be channelled to charity.  
Ali et al. (2013) further argued that the purification methods must be treated 
according to the categories of non-Shariah compliant income. Details of the 
purification methods are as follows: 
No Reason Method of Purification 
1 Non-Shariah compliant 
income due to its principle of 
the contract  
1. To de-recognise income received from 
the sale proceeds from the prohibited 
portion of the imported goods and channel it 
to charity. 
2. To dispose the impermissible item off at 
the bank’s own cost.  
2  
 
Non-Shariah compliant 
income due to external 
1. To immediately dispose of the non-
Shariah compliant stock if the NAV is more 
than or equivalent to the initial purchase 
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influences: 
 
A) Imperfection of subject 
matter.  
 
price.  
 
2. Any capital gain from the sale proceeds 
of the stock, if any, must be channelled to 
charity. However, any capital gain derived 
from the divestment process can be retained 
if the clearance took place on the 
announcement date made by a relevant 
authority body.  
B) Contract is void as the 
pillar of the contract is 
not present upon the 
signing of the contract 
 
1. To re-perform the contract as the asset is 
still available.  
2. To return all profits to the client that have 
been recognised earlier from the financing if 
the asset is no longer available (e.g., it has 
been consumed) or the transaction was 
completed long ago. In the event a client 
cannot be traced, the tainted income must be 
channelled to the Bayt al-Mal, while the 
principal amount can be retained.  
C) Non-Shariah compliant 
income derived from 
an irregular transaction 
due to a structured 
condition which is 
rectifiable 
 
To remove the un-Islamic condition and the 
customer must be notified of the changes.   
 
D) Non-Shariah compliant 
income derived from 
an irregular transaction 
due to a structured 
condition which is 
1. The contract is treated as a normal loan 
where an IFI can recourse only up to the 
principal amount at the point of the signing 
of the agreement. 
2. To return the profit received to the 
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rectifiable. original client.  
E) Contract has the 
approval of the owner 
but without obtaining a 
Shariah Committee’s 
approval 
 
1. To return all gifts to the client as this 
opinion is derived from Shafiite and Hanbali 
schools of thought. 
2. To return all gifts to the charity as this 
opinion is derived from Maliki and Hanafi 
schools of thought.  
F) Contract without the 
approval of an owner 
 
1. To return the excess amount previously 
charged to the customer. 
2. To send an apology letter to the customer 
as this is required by the Islamic moral of 
conduct.  
Table 1 Types of Non-Shariah Events and Purification Methods (Ali et al.,2013) 
However, this paper did not discuss any cleansing or calculation method in specific in 
order to quantify non-Shariah compliant income neither for retail banking nor 
financial market products. 
On the other hand, a comparative study carried out by Shaik Mohammed et al. (2017) 
noted that the current purification method is insufficiently deliberated, especially in 
quantifying the exact amount of non-Shariah income that is required to be disposed. 
The paper also suggested that non-Shariah compliant income related to share 
investment can be categorised as following: 
i- Interest Income 
  Interest income is usually treated as revenue which will be accrued to 
an invested company’s bank account for a deposit held at any banking institution. 
This type of income must be eliminated before a company can be listed in for Shariah 
compliant stocks. 
ii- Income received from non-Shariah compliant investments 
  A company may receive income from other trading that may breach 
the principles of Islam, such as conventional bonds, debentures or insurance claims. 
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This type of income is hard to identify due a lack of details and its quantification 
tends to be missed by investors.  
iii- Income from non-Shariah compliant business sources 
 A company may receive income from other non-primary businesses such as 
commission received from being a selling agent for a non-Shariah compliant parent 
company. This type of income is harder to quantify unless a company discloses it in 
its audited financial statement clearly. 
The study further argued that existing purification methods related to stock screening 
in the market i.e. the Dividend-based (that has been widely used by S&P and MCSI) 
and AAOIFI-shareholding approved methods (that has been used by FTSE Russell) 
are inadequate due to limitations such as the fact that the dividend-based method may 
only apply if a company declares a dividend. For the AAOIFI method, purification is 
deemed unnecessary if investors do not continue holding the shares until the end of 
the accounting period (Shaik Mohammed et al., 2017). The study, however, was silent 
on discussing the beneficiaries of non-Shariah income and its regulatory framework. 
Md Hashim, A. and Habib, F. (2016) also argued that specific income cleansing 
methodology is required to be addressed clearly since most existing Shariah stock 
screening services are developed and offered by various private equity index 
providers, such as Dow Jones, FTSE, MSCI and S&P, which might have developed a 
list of Shariah compliant shares based on different criteria and database (Md. Hashim 
et al., 2016). The paper, however, categorised non-Shariah compliant income related 
to stock investment into four scenarios:  
i- Income cleansed when an investor continues to hold Shariah compliant 
shares 
ii- The cleansing of capital gains from selling non-Shariah shares 
iii- Income cleansed during the process of disposing non-Shariah shares 
iv- Income cleansed from non-Halal shares if investors continue to hold. 
The paper further proposed ISRA-Bloomberg screening methodology in addressing 
the above-mentioned scenarios by highlighting colour coded Shariah compliant shares 
accordingly. The paper, however, mentioned that all non-Shariah compliant income 
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derived from non-Shariah compliant shares must be channelled only for charitable 
causes. 
Although most of the previous literatures discussed the purification method of non-
Shariah compliant transactions, there were lack of empirical study in the previous 
literature reviews to discuss the purification method applied by IFIs in Malaysian 
context and assess the understanding of Shariah personnel in channelling fund to 
charity. Next, the present study discusses (i) the roles of stakeholders and 
standardisation of Islamic finance practise, (ii) re-occurrence of non-Shariah 
compliant income, (iii) roles of Shariah governance, (iv) conceptual, objectives and 
model of Shariah governance, (v) Shariah governance process; and (vi) international 
standards. 
2.2.0 ROLE OF SHARIAH GOVERNANCE  
2.2.1 STAKEHOLDERS AND STANDARDISATION OF ISLAMIC 
FINANCE  
Stakeholders are classified as a group of people with a distinct relationship with a 
corporation which consist of shareholders, customers, suppliers and distributors, 
employees and local communities (Friedman and Miles, 2006). Aoki nonetheless, 
argued that the management team is not part of a stakeholder group but rather, plays a 
role to promote and represent both interests between stakeholders such as employees 
and the government for job security and corporate tax or between the workers’ unions 
and shareholders (Aoki, 2001). 
In the case of Islamic finance, Grais and Pellegrini (2006), Archer and Karim (2007) 
and Askari et al. (2009) agreed that stakeholders of IFIs are identified as following; 
- Depositors 
- Investors or Investment Account holders 
- Borrowers or entrepreneurs  
- Shareholders 
Grais and Pellegrini (2006) further added that a socially vulnerable group such as 
recipients of Zakat are also stakeholders of IFIs. On the other hand, Sekreter (2013) 
saw Shariah Boards as the main body that has major responsibility to protect the 
rights of all stakeholders according to Islamic principles. Hence, it remains as an 
active player under the Shariah governance structure but not part of the stakeholders 
 26 
themselves. Askari et al. (2009) later expanded the definition of stakeholders to 
include suppliers, employees, regulators, politicians, non-governmental organisation 
and communities.  
According to the Stanford Research Institute (SRI)’s official website, the word  
stakeholder appeared first in Robert Steward’s report on Strategic Plan dated in April 
19633 with its original definition  “a person who has a natural interest in the results 
of an enterprise caught on and has been widely used both within the business 
community and elsewhere.” This definition has been supported by (Kolb, 2008) who 
asserted that stakeholders not only benefit from any decision taken by an organisation 
but as players, hold joint responsibility for the consequences of their actions 
concerning organisation and other stakeholders.  
According to Ghoul (2011), it is best for the Islamic finance industry to have a 
standardised set of regulations and Shariah interpretations that facilitate the growth of 
the industry. The lack of standardised guidelines, ambiguous legal frameworks, 
contradiction of opinions on Shariah rulings amongst scholars and various degrees of 
strictness in terms of Shariah rulings contributes to the unsustainable growth of the 
Islamic finance industry (Tett, 2007). However, it is understandable that to have one 
standard set of regulations applicable to the whole region is almost impossible. This is 
mainly because there are four different schools of scholars in Islam. 
According to Ghoul (2011), contradictions among known Shariah scholars have 
hampered innovation on one hand and exposed a lacuna to be exploited by developers 
of financial products on the other. Wigglesworth (2009) opines that the Islamic 
finance industry is not unified because of a lack of standardisation where Shariah 
scholars have the right to agree or disagree with each other because of different 
interpretations of the Shariah principles. Hazards such as a product being nullified by 
other scholars may occur by not having clear standards across the Islamic finance 
industry. This will contribute to a higher degree of non-compliance with Shariah law 
as well. However, McMillen (2011) mentioned that it is almost impossible to perform 
standardisation in Islamic finance. He further proposed that standardisation should 
create acceptable universal Shariah standards through flexible codification of Shariah 
principles and rules, which would reduce the need for individual decisions by Shariah 
                                                 
3 https://www.sri.com/about/alumni/alumni-hall-fame-2004 
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scholars. Thus, problems of the shortage of Shariah scholars and the divergence of 
Shariah interpretations can also be lessened. 
According to Oakley (2011), there is no codification of Shariah standards in the 
Islamic finance industry and each transaction requires approval from Shariah scholars. 
In view of this, Islamic manuscripts should be collated in order to consolidate 
explanations of Islamic law in order to speed up product expansion and reduce the 
risk of non-Shariah compliance. Furthermore, growth limitations of Islamic finance 
due to strict religious rulings may deter non-Muslim investors from contributing 
capital. In addition to that, Nelson (2006) stated that various Islamic governance 
models have been established because of the absence of standardisation. This 
demonstrates the difficulties in setting, measuring and monitoring compliance with 
Shariah as each Islamic bank adopts different models in different jurisdictions. There 
is also persistent debate within the industry on the need for standardisation of a legal, 
accounting, regulatory, and Shariah supervisory framework, that if successfully 
implemented, would provide an essential foundation for future growth. 
It is also believed that greater harmonisation of practices amongst IFIs would benefit 
from consolidation and the industry will further expand worldwide. In addition, the 
need to set up Shariah advisory boards at every single IFIs will be eliminated if 
standardisation works can be realised. (Ilias, 2010) reported that the different 
interpretations of Shariah law, dissimilar stages of development of Islamic financial 
markets; law and regulatory practices of the country, and the absence of consent 
among scholars are challenges in view of any proposed standardisation. On the other 
hand, Imam Malik, who is a prominent scholar in Islam, rejected the suggestion of the 
government to use his book of Islamic jurisprudence, Al-Muwatta. 
They approved it as a standard Islamic law for the Abbasside Empire in respect of 
other scholars’ practises and opinions (Alkhateeb, 2013). This would not deny the 
need of ensuring full compliance with Shariah among the IFIs, as the purpose of IFIs 
are to offer Shariah compliant products and services to the customer. Having said that, 
customers have a high expectation for IFIs to comply with Shariah in operations and 
business activities. In addition to that, a robust regulatory framework, Standard Fatwa 
and a national Shariah Adviser would contribute to greater public confidence and 
compliance levels (Zulhibri, 2012). 
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The previous literature reviews such as Mcmillan (2011), Oakly (2011), 
Wigglesworth (2009), Nelson (2006) suggest that no standardisation in the Islamic 
finance due to certain reason such as different approach by the Shariah scholars and 
jurisdictions. Ghoul (2011) however, looked at it as an advantage since innovation is a 
way forward to enhance the Islamic finance practise as compared to Zulhibri (2012) 
and Tett (2007) where standardisation at the country level is required to approve 
Shariah matters. Alkhatib (2013) further explained that codified Islamic commercial 
laws have once implemented during Abbasside empire. However, the previous 
literature studies were too theoretical and no empirical study to identify the roles of 
Shariah advisors in dealing with non-shariah compliant transactions within the IFIs in 
Malaysia. Next, the present study identifies the re-occurrence of non-Shariah 
compliant events and income. 
2.2.2 RE-OCCURRENCE OF NON-SHARIAH COMPLIANT INCOME IN AN 
ISLAMIC BANKING ENVIRONMENT 
IFIs may become un-Islamic due to the ineffectiveness of internal stakeholders as 
well as critique and collective opinion reviews from external stakeholders which 
violate Shariah principles. According to Hussain et al. (2015) there are three 
principles governing Islamic Finance, namely principles of equity, participation and 
ownership. Firstly, the principle of equity carries the prohibition of riba, in order to 
defend a counterparty in a financial transaction. Apart from riba, the elimination of 
transactions involving major uncertainty (gharar) also fall under this principle. The 
transaction parties owe a duty to each other to reveal material information and to be 
transparent in their negotiations before entering into a contract, otherwise such 
contracts are nullified due to gharar. 
In respect of the principle of participation, Islamic finance promotes risk sharing in 
order to gain return on capital invested through real economic activities or projects. 
This shows that the counter values for capital invested are risk, liability and effort. 
Therefore, the concept of high risk, high return is valued and agreed between a capital 
provider and entrepreneur under an Islamic finance framework.  
Lastly, the principle of ownership is founded on the idea that ownership reflects the 
legal possession of tangible or intangible assets by a seller at the point of sale. 
According to Shariah law, the seller must be a legitimate owner of an asset and shall 
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demonstrate full ownership of an asset without any restrictions or conditional terms. 
This is to protect the right and interests of both parties involved in a contract. For 
example, the selling of cattle in his/ her family owned farm is considered as invalid 
according to the Islamic law of transaction due to lack of clarity on who the real 
owner of the cattle is. This may lead to gharar and has significant impact on the 
execution of a contract by a buyer.  
Bank Negara Malaysia has earlier outlined a guideline on the Shariah Governance 
Framework for IFIs that emphasizes the responsibility of IFIs to establish robust 
internal Shariah governance within the bank in order to avoid the violation of Shariah 
principles (BNM, 2011). Paragraph 1.1 of the Framework has discussed the 
requirement of IFIs to establish end-to-end Shariah compliant and control procedures 
for all its operations and business activities including non-financial products such as 
marketing and promotion. Paragraph 1.2 of the Framework further discussed the 
effectiveness and responsibility of the board and management, independent Shariah 
Committees and four units which are, Shariah audit, Shariah review, Shariah risk and 
Shariah research.  
However, there are other external influences that might contribute to the non-Shariah 
compliant transaction. In order to uphold transparency and accountability of Shariah 
resolutions and pronouncements issued by Shariah Committees, proper guidelines and 
independent internal audit functions should be developed at an industry level 
(Zulhibri, 2012) 
Similarly, the differentiating features of conventional banks and Islamic banks are 
further discussed below (Hanif, 2011). 
 
 
Conventional Banks Islamic Banks 
1. The functions and operating modes 
of conventional banks are governed 
by a legal and regulatory framework 
and relevant supervisory bodies. 
The functions and operating modes of 
Islamic banks are not only governed by a 
legal and regulatory framework and 
relevant supervisory bodies but must also 
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follow Shariah principles. 
2. A predetermined rate of interest is 
disclosed to an investor. 
The risk of a transaction is shared 
between a capital contributor (investor) 
and entrepreneur. 
3. Maximising profit is the goal. Maximising profit is the main goal; 
however, it must be in accordance with 
the Shariah framework. 
4. No obligation to pay Zakat 
(compulsory tax) for a Muslim 
owned company. 
Islamic banks are obliged to pay zakat on 
behalf of its Muslim shareholders. 
5. Earning income from the disparity 
between a lending and borrowing 
rate. 
Involvement in real business activities as 
a capital provider is the fundamental 
function of Islamic banks. 
6. In case of default, a conventional 
bank may charge compounded 
interest and penalty. 
The Islamic banks have no provision to 
charge compounded interest, as this is 
contrary to Shariah principles. A penalty 
charge is permissible; however, it must 
be based on actual cost of a recurring 
outstanding amount.   
7. Borrowing from the money market 
for short-term capital financing can 
meet its liabilities commitment 
without any restrictions. 
For Islamic banks, borrowing from the 
money market must be based on a 
Shariah approved underlying asset and 
approved by a Shariah advisory board. 
8. The conventional banks focus and 
emphasis more on creditworthiness 
of their clients. 
Islamic banks focus more on the viability 
and sustainability of the projects. 
9. The status of contract for interest-
based lending or borrowing is 
The status of an Islamic bank in relation 
to its clients is thereof known as partners, 
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between creditor and borrower. investors and traders, buyers and sellers. 
10. A conventional bank must guarantee 
all its deposits. 
No guarantee can be given by an Islamic 
bank for a modaraba or Musharakah 
based contract. However, third-party 
guarantee is permissible according to 
Shariah principles.  
11. All income received would be 
recognised. 
Non-Shariah compliant income derived 
from non-Shariah compliant transactions 
cannot be recognised as revenue.  
Table 2 Comparison between Conventional banks and Islamic banks 
2.2.3 CONCEPTUAL FRAMEWORK OF A SHARIAH GOVERNANCE SYSTEM 
The concepts of Shariah governance and a conventional system does not differ much. 
Islamic accountability, independency, competency and transparency should be the 
conceptual framework for Shariah governance of Islamic banks. Basically, it defines 
how companies are managed and controlled to meet objectives, protects the interests 
and rights of all stakeholders and the corporation. However, the main difference is 
that Islamic banks need to operate based on Shariah principles. Compliance with 
Shariah principles is always an ultimate objective when there is a good governance 
and an organised review process by Shariah governance (Kasim et al.,2013). 
Gait and Worthington (2007) further supported that the primary sources of Shariah 
are the Holy Quran and Hadith. However, most scholars have also referred to 
secondary sources of Shariah such as Ijma, Qiyas and Ijtihad, in order to develop 
Shariah rulings. The Holy Quran is the book of revelation given to the Prophet 
Muhammad, while Hadith is the description relating to the deeds and words of 
Muhammad as the Messenger of God. Ijma falls under secondary sources due to a 
consensus among knowledgeable scholars about specific issues, which have not been 
visualised in either the Holy Quran or the Hadith. The Qiyas or logical analogy has 
been inspiring, as it uses a structured tool to formulate Shariah resolutions, especially 
for new cases that did not exist during the life of the Prophet Muhammad and his 
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companions. Hence scholars should realise and modestly believe that this source of 
jurisprudence in Islam is flawed due to different human reasoning and considerations 
(Farooq, 2006). Another source of Shariah is Ijtihad, which is independent reasoning, 
opined by knowledgeable scholars on certain issues that are not mentioned clearly in 
either the Quran or the Hadith.  
Uniquely, there are several differences of features that appear in Shariah governance 
systems of Islamic banks.  
Alharbi (2015) opined that Islamic banks can be characterised as banking 
organisations that submit to Islamic principles in their operations through their role as 
financial intermediaries between depositors and investors. In addition, they offer 
banking products to depositors and entrepreneurs within the legal framework of a 
home country. Islamic banks also promote harmony between financial needs and 
social return.   
2.2.4 OBJECTIVES OF A SHARIAH GOVERNANCE FRAMEWORK 
Shariah governance is defined as “a set of institutional and organisational 
arrangements through which IFIs ensure that there is an effective independent 
oversight of Shariah compliance over the issuance of relevant Shariah 
pronouncements, dissemination of information and an internal Shariah compliance 
review’’ (Islamic Financial Services Board, 2009). Similarly, as explained by 
Mizushima (2014) that Shariah governance is a comprehensive concept in managing 
Islamic banks. Specialised bodies who are experts in Shariah, particularly fiqh al-
muamalat and usul al-fiqh, are very much in need to assist IFIs to determine the 
legitimacy of products. Hence, Shariah governance systems are very important to 
maintain the credibility of Shariah boards. Shariah governance is the backbone of 
Islamic banking and finance. It also boosts the confidence of shareholders and the 
public that all the practices and activities are in compliance with Shariah at all times 
(Mizushima, 2014).  
The initial model for Islamic banks came about when the Islamic Development Bank 
was founded in 1973 by the Finance Ministers at the first Organisation of the Islamic 
Conference (OIC) held in Jeddah. In 1975, the Dubai Islamic Bank was established as 
the first Islamic private and interest free bank in Dubai. In those days, the growing 
demand of the Islamic finance industry was anticipated to reach about £1.4 trillion 
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worldwide in 2014 (Cameron, 2013). Practitioners, bankers and media often refer to 
Islamic Finance as simply being “interest free”. Although Islamic finance is well-
known for its absence of interest, it must be noted that Shariah compliant banking is 
multi-purpose and goes beyond being merely interest-free. Islamic finance 
endeavours to accomplish fairness between parties in a shared risk return model. 
However, as profit-based organisations that comply with Islamic law, IFIs must 
maintain the necessity of Shariah and must be restricted to its values and principles. 
Affirming the entire organisation to be in full compliance with Shariah is not a direct 
and straight forward matter due to the complexity of financial markets, the 
introduction of new products and the presence of financial engineering in the existing 
financial industry, which requires solid Shariah compliance in the life cycle of their 
products (Ali et al.,2013). 
Hence, the compliance with Shariah principles is achieved by having a proper Shariah 
governance framework. Next, the present paper studies the model for an Islamic 
financial product to be regarded as Shariah compliant from its launch until the end of 
its life cycle.  
2.2.5 MODEL OF A SHARIAH GOVERNANCE FRAMEWORK: THE CASE OF 
MALAYSIA 
The main role of a Shariah advisory body in each Islamic bank is in relation to aspects 
of Shariah supervision, monitoring, audit and the issuance of legal rulings. Islamic 
Financial Services Board (2009) has defined “Shariah scholars”, as persons who are 
engaged professionally to provide opinions on Shariah, particularly in the product and 
service offering process. On the other hand, the word “scholar” is defined as ‘a person 
who studies a subject in great detail, especially at a university or ‘someone who is 
clever or good at learning by studying’ (Cambridge Dictionary, 2015). In Arabic, the 
translation for “scholar” is “alim” (plural: ulama), which means a person who is an 
expert and more specialised in Fiqh al-Muamalat (Islamic law of transaction), rather 
than Shariah or other areas of Islamic study. (Marines, 2001) further explained that 
ulama play a role as guardians of Islamic teaching and their efforts have preserved 
religion by having adequate Islamic knowledge and qualifications, including the 
ability to provide the right interpretations of Shariah Rulings from primary sources 
i.e. the Holy Quran and Hadith. Furthermore, the fruits from their expertise produces 
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opinions in the form of Shariah pronouncements or resolutions related specifically to 
IFIs and are usually not directly related to the general public or businesses. This is 
because the opinions issued by the scholars are based on the paperwork and issues 
presented to them (Marines, 2001).  
Hasan (2012) explained that in Malaysia, the Central Bank has established rules and 
guidelines as references for Islamic banking institutions, for instance the Shariah 
Governance Framework for Islamic Financial Institutions. Dubai, on the other hand, 
has passed separate laws which provide the legal framework for laws regulating 
Islamic financial business as well as regulations in relation to the Shariah board. 
Special laws in Dubai relating to Islamic banking institutions are known as the Dubai 
International Financial Centre Law No 13 (2004) and the Islamic Financial Business 
Module of the Dubai Financial Services Authority. However, the requirements of 
Shariah governance issued by relevant bodies in Islamic finance namely the IFSB, 
AAOFI and BNM, are not similar from one another. This can be seen in one instance 
where the definition of Shariah governance is comprehensively defined by the IFSB, 
while the other bodies has lack of the same (Ibrahim et al.,2011). 
AAOIFI defined the Shariah supervisory board as “an independent body of 
specialised jurists in fiqh al muamalat (Islamic law of transaction).” However, 
AAOIFI further explained that the Shariah supervisory board may include members 
other than those specialised in fiqh mua’malat, but they should be experts in the field 
of IFIs with a knowledge of fiqh mua’malat. The main responsibility of a Shariah 
supervisory board is to provide direction, guidance and supervision in relation to the 
activities of IFIs. The purpose is to ensure IFIs are following Shariah rules and 
principles.  
According to the Guideline of IFSB-10, the guiding principles on Shariah Governance 
Systems for Institutions Offering Islamic Financial Services defines the Shariah 
governance system as “a set of institutional and organisational arrangements through 
which IFIs ensure that there is an effective independent oversight of Shariah 
compliance over the issuance of relevant Shariah pronouncements, dissemination of 
information and an internal Shariah compliance review” (IFSB, 2009). 
Therefore, again in the interest of transparency, it is significant to stress the term 
“members of the Shariah board”, should be applied rather than “Shariah scholars”, as 
 35 
the ulama implies a wider meaning and are not limited to only the IFIs . Furthermore, 
the Shariah supervisory board plays a vital role in developing strong Shariah 
governance within the IFS. Shariah advisors have been further defined by the Central 
Bank of Malaysia and Bank Negara Malaysia (BNM) in the Guideline on the 
Governance of Shariah Committees for Islamic Financial Institutions. It was reiterated 
that a Shariah Committee should play an effective role in upholding a conducive 
Shariah governance framework including a compliance programme, harmonisation of 
Shariah interpretation and enhance regulatory supervision of IFIs. In addition, 
paragraph of 2.17 of the same Guideline has also outlined the duties and 
responsibilities of Board Directors, the Shariah Committee and management in 
dealing with non-Shariah compliant events (BNM, 2011) 
All Islamic banks are expected to have a Shariah supervisory board to ensure that all 
their practices, transactions and activities are Shariah compliant (Hamza, 2013).  
In addition, the Shariah Advisory Council of Bank Negara Malaysia has issued a 
guideline on late payment charges for every Islamic banking institution in Malaysia 
where late payment charges containing both concepts of Gharamah (penalty) and 
Ta’widh (compensation on actual loss) are allowed. Gharamah is not permissible to 
be recognised as Islamic banks income, thus it must be channelled to charitable 
bodies (BNM, 2012). In addition, a late payment charge may be imposed on debtors 
because of their own procrastination in making payments and as the delay results in 
injustice to a creditor’s rights (Al-Mani', 2003) 
Thus, Shariah governance and approval are required to be obtained from Shariah 
scholars who understand Islamic jurisprudence and rulings for every IFI for each 
product offered by the bank (Arshad and Wardhany, 2012). Shariah supervisory board 
also needs to be introduced at a regulatory level in order to strengthen and harmonise 
the different opinions of Shariah boards of the IFIs. It has been noted from a pilot 
study conducted that the Central Bank of Malaysia is implementing two levels of a 
Shariah supervisory framework model, first at a micro level and second at a macro 
level. The micro level covers governance by the IFIs, whereas the macro level covers 
governance on a national level. The pilot study conducted is self-explanatory which 
will be presented in Section 3 of this thesis. The methods through which Malaysia 
ensures Shariah governance are illustrated below: 
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(1) Micro Level (2) Macro Level 
Shariah Advisory Boards of Islamic 
banks 
Shariah Advisory Council (SAC) of the 
central bank of Malaysia 
Shariah Governance Framework for 
Islamic financial institutions 
Shariah Advisory Council of the 
Securities Commission 
 Legal redress through a dedicated 
division in the civil courts and through 
arbitration 
Table 3 Two Types of Shariah Advisors in Malaysia 
At a micro level, Shariah governance is ensured by Islamic banks via the 
implementation of the IBA 1983. This legislation defines an “Islamic bank” as any 
company that conducts Islamic banking business and has a valid licence. “Islamic 
banking business” is defined under the same provision as “any banking business 
whose aims and operations do not involve any element which is not approved by the 
religion of Islam”. The “religion of Islam’’, however, is not defined in the statute. The 
question then is, how is Shariah governance ascertained if an Islamic banking product 
is approved according to the religion of Islam and do the activities of the Islamic 
banks conform to Islamic teachings? 
Every bank that intends to practise Islamic banking must establish a Shariah Advisory 
body (also known as the Shariah Advisory Committee or Shariah Supervisory Board) 
to advise the bank on the operations of its banking business to ensure that the bank 
complies with the “religion of Islam”. Thus, this Shariah Advisory body ensures that 
Shariah is complied with by the Islamic bank. 
Shariah governance has developed gradually in Malaysia from the establishment of 
IBA 1983 until recently, the introduction of a new legislation which repealed the IBA 
1983, known as Islamic Financial Services Act 2013 (IFSA 2013). Section 27 until 
Section 38 of IFSA 2013 covers aspects of Shariah compliance and Shariah 
governance. Section 51 to Section 58 specifically provide provisions on Shariah 
Advisory Councils. Furthermore, Section 59 states the power of BNM to issue 
guidelines on Shariah matters. It also provides duties and responsibilities of internal 
Shariah committee in advising IFIs on Shariah matters. The main purpose of having 
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the new IFSA 2013 was to ensure Shariah compliance. Section 28 of IFSA 2013 
provides that all IFIs must always ensure that its aims and operations, business affairs 
and activities follow Shariah law and any rulings by the Shariah advisory council. In 
ensuring strict adherence to the rules, IFSA 2013 imposes severe punishment on non-
compliance of the rules. Section 28(5) provides for the impact of non-Shariah 
compliant events, which includes punishment of imprisonment for a term not 
exceeding eight years or a fine not exceeding twenty-five million ringgits or both. 
 
Figure 1 Islamic Financial Institutions Structures Based of the Shariah Governance 
Framework of BNM, Malaysia 2010 
Generally, a two-tier Shariah governance infrastructure model has been introduced by 
the Bank Negara of Malaysia which is comprised of two vital components, namely 
the Shariah Advisory Council (SAC) and Shariah Committee (an internal Shariah 
advisory body formed in each respective IFI). The SAC plays a greater role to ensure 
that the overall Islamic financial system in Malaysia operates in accordance with 
Shariah principles, especially when involving disputes or arbitration in any court 
governed under the law of the land. Apart from that, the Shariah Governance of BNM 
also outlined the important functions namely Shariah risk, Shariah review, Shariah 
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Research and Advisory, and Shariah audit that led by Shariah officers employed by 
the IFIs in Malaysia.   
2.2.6 SHARIAH GOVERNANCE PROCESS: ROLES AND APPOINTMENT OF 
THE SHARIAH COMMITTEE 
In Malaysia, Yang di-Pertuan Agong has the right to appoint a Shariah board on the 
recommendation and advice of the finance minister pursuant to the Central Bank Act. 
A Shariah advisor holds a great responsibility towards the public and religion, who 
has acquired adequate experience and is well versed on the knowledge of fiqh al-
muamalat. According to Bakar (2016), it is the knowledge of Shariah that defines a 
Shariah scholar. When a person has Shariah knowledge, it enables him in many fields 
or professions including teaching (teacher), judging (judge), researching and many 
others. However, possessing enough Shariah knowledge is only the basic qualification 
for someone to be called a Shariah scholar. It is debated that the number of experts in 
the area of Islamic finance is very limited. A Shariah advisor currently holds various 
positions in different financial institutions due to the inadequate number of people 
with such expertise. In Malaysia, the Shariah committee only advises financial 
institutions, whilst the Shariah advisory council of the central bank of Malaysia is 
ranked the highest amongst all committees and its advice prevails over any rulings or 
advice of the committees.  
The Central Bank of Malaysia has provided a number of criteria on the qualifications 
of Shariah committee members. According to the Shariah Governance Framework 
guidelines, one of the criteria is that a member of the Shariah committee must be a 
Muslim individual. Secondly, the member must at least hold a bachelor’s degree in 
Shariah, which includes studies in Usul Fiqh or Fiqh Muamalat. The third 
requirement is that the member has high proficiency and knowledge in the Arabic 
language, both written and spoken, and has good understanding of the languages of 
Bahasa Malaysia and English. Fourthly, the Shariah committee should be comprised 
of experts from relevant backgrounds such as finance and law and the last 
requirement is that the Shariah Committee shall preferably be comprised of members 
from diverse backgrounds in terms of qualification, experience and knowledge. 
In accordance with the Shariah Governance Framework for an Islamic Financial 
Institution of BNM, a Shariah Committee must consist of five members that are 
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appointed by the Board of Directors of the IFI. The maximum term of appointment of 
each Shariah Committee member is two years. The duties and responsibilities of the 
Shariah Committee are comprehensively outlined in the same Guideline (BNM, 
2010). The brief summary of the same is as follows: -  
Responsibility and accountability 
The Shariah Committee is responsible and accountable for all Shariah decisions, 
opinions and views provided by them and they are expected to understand the roles 
and responsibilities in discharging their duties. 
Advise the Board of Director and Bank as well as its subsidiaries 
It is the duty of the Shariah Committee to advise and inform the Board of Director, 
the Management and the subsidiaries of the Bank regarding Shariah matters for the 
Bank to comply with Shariah principles.  
Endorse Shariah policies and procedures 
The Shariah Committee must ensure that all elements contained in the documents 
follow Shariah principles and their duty is to endorse and approve Shariah documents 
and policies prepared by the Bank. 
1. It is the duty and responsibility of the Shariah committee to endorse and 
validate relevant documentation. The documents must be approved by the 
Shariah committee to ensure that it complies with all the Shariah principles.  
2. The Shariah Committee has the duty to assess the works carried out by 
Shariah Review and Shariah Audit in the bank. It must be ensured that the 
bank provides proper and adequate information in its annual report to ensure 
compliance with Shariah matters. 
3. If there are any issues in relation to Shariah matters, the Shariah Committee 
must provide proper and adequate advice to the legal counsel, auditors or 
consultants of the bank. 
4. If there are any unresolved matters, the Shariah Committee may advise the 
Bank to consult the Shariah Advisory Council of the Central Bank of Malaysia 
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2.2.7 INTERNATIONAL STANDARDS 
AAOIFI and IFSB Guiding Principles on Shariah Governance 
AAOIFI was established in 1991 in Bahrain. It is an international NGO which is 
responsible for the issuance of standards and development in the Islamic finance 
industry. Its standards are adopted and supported by Central banks and regulatory 
authorities of many countries and various banks. Some adopt it on a mandatory basis, 
but some adopt it as reference point in the absence of regulations in their country. The 
AAOIFI has issued 94 Shariah standards in the area of Shariah, accounting, auditing 
and ethics. AAOIFI was initiated to provide guidelines on Shariah governance 
standards in the absence of any corporate governance framework for IFIs in the late 
1990s. The IFSB on the other hand, support exclusively in the Islamic finance 
industry in terms of regulations, guidelines, training and research. The objectives of 
IFSB are particularly the establishment of standards, to facilitate training and 
undertake research in the Islamic finance industry. The IFSB consists of a general 
assembly which includes all members, a council, technical committees whom advise 
on the issues related to Islamic finance, a working group which drafts the standards 
and guidelines and lastly a secretariat which act as a permanent administrative body 
appointed by the council. 
In conclusion, the Islamic bank in Malaysia may seek advice and refer to rulings of 
the Shariah Advisory Council in cases where there are uncertainties and differences of 
opinions. It is understood that the Shariah Committee should respect and observe the 
opinions of the Shariah Advisory Council and must not act in any manner that would 
undermine their rulings and decisions. The court and arbitrator must take into 
consideration the published rulings by the Shariah advisory council in any cases or 
disputes or court proceedings involving Islamic financial business or Shariah issues 
and must refer the problem to the Shariah Advisory Council. The rulings of the 
Shariah Advisory Council shall prevail over rulings set by the Shariah committee if 
they are contrary to each other. Thus, rules given by the Shariah Advisory Council 
should be made binding on the bank, the court and arbitrator for any disputes.  
Finally, the Shariah Committee should ensure that all information is kept confidential 
unless disclosure is authorised by the bank or required by law. Next the paper 
discusses the non-Shariah compliant income from financial disclosure and reporting.  
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2.3.0 DISCLOSURE AND REPORTING OF NON-SHARIAH INCOME 
2.3.1 ADEQUACY OF FINANCIAL DISCLOSURE FOR IFIS 
Healy and Palepu (2001) has suggested that regulated financial reports offer the latest 
and updated information to investors due to the degree of presentation which is very 
systematic. It identifies economic features to be disclosed as financial disclosure tends 
to be inclined by contracting, political value, capital market attention, and biased 
financial analysts and auditors, that usually come under incentive-based engagement. 
Similarly, according to Kreps (1992) complete and perfect information made 
available to the market and knowledge of a price being paid for goods or services will 
result in developing a perfectly competitive market.  
However, Stiglitz (1976) in their earlier research proved that not all markets would be 
impacted by small amounts of incomplete information. His research concluded that 
imperfect information could only have a significant impact on a very competitive 
market such as the labour job market.   
Nonetheless, Haqqi (2014) claimed that Islam has recommended the idea of 
constituting contracts in financial transactions and demanded that no parties in the 
agreement ought to be misguided, before the complexity of legitimate documentation 
and financial transformation becomes more apparent. This legacy led IFIs to establish 
good corporate governance which can be enhanced and strengthen current standards 
and models of corporate governance (Haqqi, 2014).  
In addition to that, accountability and a legal and accounting framework contributes 
towards transparency. The basic element of Islamic banking instruments and 
operations is that all need to be altered to achieve the standards of Shariah and Islamic 
morals. Consequently, the instruments, operations and financial products must be 
considered carefully and checked to ensure compliance with Shariah. Thus, 
transparency in IFIs refers to the disclosure of financial reporting on its operation and 
performance. Reliability of the data provided in such disclosure is another aspect of 
transparency to be considered. Furthermore, transparency requires that no distinction 
is made between theories and operational practices and that there are no shrouded 
plans and that there must be adequate disclosure on profit distribution by IFIs for both 
clients and depositors (Sekreter, 2011).  
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Haqqi (2014) further argued that transparency and disclosure have a material effect on 
the expense of capital, reputation, decision of investors and stock price volatility. True 
and fair information about the status of a company is a key point which stakeholders, 
shareholders and the general public consider before making an investment decision. 
There are two types of information being considered, namely financial and non-
financial. Positive company data makes a company blue chip and it is easy for the 
company to raise public funds at a lower cost expense. To retain public confidence 
and the trust of clients in Islamic banking, there must be a strong Shariah Governance 
system to further develop and strengthen IFIs and to minimise Shariah non-
compliance risks. A strong Shariah governance framework guarantees Shariah 
compliance and empowers regulators to manage the Islamic banking business to 
reduce the risk of non-Shariah compliance.  
There are also many research interventions which emphasise the importance of the 
disclosure of information in published annual reports for the purpose of accounting 
and investment decisions. Singhvi and Desai (1971), state that the nature of corporate 
disclosure in annual reports has an impact on the degree and nature of investment 
choices made by investors. Annual reports are basically viewed as a fundamental 
method for clearing responsibility in corporate and government sectors and are 
regularly used as one of the methods which sectors can advance a view of 
stakeholders for their accountability. Flack (2007), has expressed in his research that 
annual reports are known as the annual reporting behaviors of a corporation and they 
can enhance the view of accountability among stakeholders. Furthermore, data 
revelation in annual reports is a key tool, which can enhance the ability of a 
corporation to raise capital at a less conceivable expense (Palepu, 2001).  
Finally, the ultimate purpose of disclosure is to serve the public interest or maslahah 
ammah towards the result of the operations carried out by a business for a specific 
period and how it complies with Shariah law (Lewis, 2001). However, there was a 
lack of empirical study in the previous studies in examining the published annual 
reports of IFIs in Malaysia. 
2.3.2 REPORTING STANDARDS OF NON-SHARIAH COMPLIANT INCOME 
Some people argue that it is not necessary to have special accounting for IFIs. Hence 
the number and formula applied should be the same. For example, to buy and sell 
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chicken which is Halal (permissible according to Islamic rite) in the market shouldn’t 
require the butcher to have a separate accounting treatment to transact. 
However, there is heavy punishment for those who account for and record any 
transaction that involves interest, as mentioned in the authentic hadith of the Prophet 
Muhammad (as the primary source of Shariah principle) that “Jabir said: The 
Messenger of Allah (blessings and peace of Allah be upon him) cursed the one who 
consumes riba and the one who pays it, the one who writes it down and the two who 
witness it, and he said: they are all the same (Sahih Muslim).” 
Various accounting literature is available nowadays to discuss the accounting 
treatment for Islamic banks. Mohammed et al. (2016) concluded that most of the 
accounting standards including AAOIFI standards issued are compatible with IFRS 
and further recommended that specific accounting standards be further developed.    
Hassan and Lewis (2007) earlier proposed that specific accounting standards are 
obliged to be developed, as it is part of the act of worship like Muslim prayers. Lewis 
further supported the conclusion proposed by Gambling and Karim (1993) that Islam 
through its divine revelations should rule and guide businesses activities owned by 
Muslims. However, this paper also mentioned the concept of Adalat or the justice 
principle that must be held and seen to be held in society, as well as the concept of 
consultation where each policy implemented should be consulted and participated by 
stakeholders.  
In response to that Malaysian Accounting Standard Board (2009), the relevant body 
responsible for the accounting standards in Malaysia announced in its Statement of 
Principles (SOP) in 2009 that MASB does not issue separate Islamic accounting 
standards but all the approved accounting standards shall apply to IFIs, unless the 
standards violate Shariah principles. The SOP also mentioned that the management of 
IFIs shall be able to use its judgement to develop and apply accounting policy that is 
relevant to the economic decision-making needs of users, reliable, represent the 
financial position, performance and cash flow as well as reflective of economic 
substance. As of today, there are four Technical Releases which are, i-1, i-2, i-3 and i-
4 and three discussion papers published for consultation, with the public as well as 
interested parties. MASB has also adopted IFRS Standards in its approved standards. 
In addition to that Ibrahim and Hameed (2007), summarised that AAOIFI standards 
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are tailor-made to a specific industry, while the IFRS are not, except for IAS 30 and 
IAS 41. However, IAS30 cannot be fully implemented due to Shariah restrictions. 
AAOFI has produced standards on accounting, auditing and governance in Islamic 
finance since 1993 and actively promotes these standards to be applied by IFIs 
(Hassan and Lewis, 2007). However, Amin (2012) saw contradictions between 
AAOIFI and IFRS as non-existent as both standards focus on different views of the 
same object. For example, IFRS looks more towards the economic substance that 
results from transactions undertaken rather than Shariah compliant transactions. He 
further added that the advantages of AAOIFI are that the organisation consists of 
Shariah scholars who work closely with accounting scholars under one roof (Amin, 
2012).  
The importance of reporting is stressed in the Qur’an, in Surah Al-Baqarah verse 282, 
which read: “Oh you who believe! When you deal with each other in transaction 
involving future obligations in a fixed period, reduce them in writing. Let a scribe 
write down faithfully as between parties. Let not the scribe refuse to write as God has 
taught him, so let him write. Let him who incurs the liability (debtor) dictate, but let 
him fear his Lord God, and not diminish aught of what he owes. If the party liable 
(debtor) is mentally deficient, or weak, or unable himself to dictate, let his guardian 
dictate faithfully, and get two witnesses, out of your own men, and if they are not two 
men, then a man and two women, so that if one of them errs, the other can remind 
him”  
According to the MASB (2011) the objective of the Guidelines on Financial 
Reporting for Islamic Banking Institutions is to provide the basis for presentation and 
adequate disclosure of annual reports and financial statements of IFIs to facilitate 
financial users in their evaluation and assessment of the financial position and 
performance of the IFIs as well as the Shariah compatibility of their activities and 
compliance with the Malaysian Financial Reporting Standards (MFRS). By virtue of 
Paragraph 8.21 of the Guidelines on Reporting of non-Shariah income by the Central 
Bank of Malaysia, reporting institutions are required to disclose their sources of 
income (e.g. Gharamah amount, non-Shariah compliance income, shareholder funds) 
and use of donations or charity funds (e.g. distribution to the poor, education fund). 
Shariah law also requires accountability in providing adequate disclosures to achieve 
the following aims: - 
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•  Ultimate accountability to Allah SWT as the Creator  
•  Social accountability to society  
•  Individuals as trustees of wealth  
•  Success in this world and in the hereafter  
• Economic goals beyond purely wealth including purification of the soul.  
• Greater transparency and accountability of the institution to abide by the 
principles of Shariah in dealings and to assess whether the overall strategy of 
the institution is achieved.  
As the non-Shariah compliant event is very sensitive to the revenue of the Islamic 
bank, all the stakeholders should be well informed of the current status of Shariah 
compliance. Furthermore, the information which relates to the principle, moral and 
religious state of the Islamic banks must be disclosed in the financial statements or 
annual reports to allow management to discuss the financial situation of their 
organisations, the outcome of operations and other information to all stakeholders 
(Harahap, 2003). In addition, the disclosure of financial reports provides stakeholders 
a true and clear picture of the economic status of the business entities (Ahmad et al., 
2013). According to Al-Baluchi (2006) disclosure is vital in an Islamic banking 
environment compared to a conventional system as the profit-loss-sharing model is 
the core business of Islamic banking (Al-Baluchi, 2006). At the same time, the 
disclosure must be made with full transparency by providing fair disclosure of all 
necessary information to stakeholders (Archer and Karim, 2007).  
Similarly, it is also crucial to disclose non-Shariah compliant income as guided by 
BNM/RH/GL 002-23 on Financial Reporting for Islamic Banking Institutions. By 
virtue of Paragraph 1.6, a licensed person (i.e. licensed Islamic banks except for a 
licensed international Islamic bank and a bank licensed under Section 10 of the IFSA 
2013) is required to disclose the recognition and measurement accounting policies on 
income derived from non-Shariah compliant activities which may alternatively be 
disclosed under the Report of Director or the Report of the Shariah Committee. A 
licensed person is also required to disclose additional information including the 
following: 
1. Non-Shariah compliant activities and its nature;  
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2. Total of non-Shariah compliant income;  
3. Total of non-Shariah compliant events that occurred during the financial year; 
and  
4. Rectification processes and control measures taken by Islamic banks to avoid 
recurrence of non-Shariah compliant events in future. 
BNM has issued an internal circular on Non-Shariah compliant Reporting for all IFIs 
operated in Malaysia on the 15th of March 2013. The circular has outlined the 
requirements that need to be prepared and submitted by the IFIs regarding potential 
and actual non-Shariah compliant business activities and transactions. 
According to Hasan (2010), AAOIFI rules expressed that disclosure of the 
purification amount ought to be made within the yearly Shariah Report. AAOIFI rules 
that the words “have been cleansed” should be used for any non-Shariah compliant 
income received, while BNM only requires the statement “non-Shariah income have 
been considered for cleansing’’. BNM Guidelines similarly endorse the requirement 
for the introduction of a Shariah Risk Management function as one of the critical 
organs of Shariah governance. Its primary function is to quantify the potential 
implication of the risk of Shariah non-compliant activities of the IFIs, considering 
past data and actual de-recognition of income received from such events.  
There is robust literature available concerning the financial disclosure in Islamic 
finance. Notable works include Ibrahim and Hameed (2007), Mohammed et al. 
(2016), Hassan and Lewis (2007), Gambling and Karim (1993), Harahap (2003), Al-
Baluchi (2006), Archer and Karim, (2007), and Hasan (2010) postulate that disclosure 
in annual reports is necessary. Nevertheless, there were lack of empirical study in the 
previous studies in regards to the disclosure of the recipients of non-Shariah income 
by IFIs and its purified amount in the case of Malaysia. Next, the present research will 
examine the local regulatory framework pertaining to channelling fund to charity in 
the Malaysian context.  
2.4 LEGAL AND REGULATORY FRAMEWORK RELATING TO NON 
SHARIAH COMPLIANT TRANSACTIONS 
2.4.1 THE DUAL LEGAL FRAMEWORK IN MALAYSIA 
A comprehensive legal framework pledges the growth and development of the Islamic 
banking industry. The correct approach for its legal facilities guarantees the 
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successful implementation of Islamic banking practices. The Central Bank of 
Malaysia being the executive arm of the Malaysian government in regulating and 
supervising the Islamic finance industry provides the legal and regulatory framework 
for Islamic banking in Malaysia. Specifically designed to cater for the Islamic finance 
industry, each country may have their own legal framework in regulating Islamic 
banks. Some may have adopted the same existing legal framework for the 
conventional banks, to the Islamic banks. However, some countries may have adopted 
or amended their existing legislations.  On the other hand, others may have created a 
completely new and separate legal framework. For safe developments to take place in 
the Islamic banking industry, a sound legal framework is essential.  
According to Lateh et al. (2010), there was no specific provision relating to Islamic 
banking or finance in the Federal Constitution. In fact, the provisions in the Ninth 
Schedule, List II (State List) states that Islamic Law and the jurisdiction of the 
Shariah Court are only limited to family laws. Therefore, the clauses ‘Islamic law’ 
and ‘Islamic law and doctrine’ are subject to interpretation and as such, may include 
matters relating to Islamic banking issues. On the other hand, matters relating to 
finance fall under the federal jurisdiction by virtue of Article 7, the Ninth Schedule, 
List I (Federal Register). 
According to previous studies, unlike other countries, Malaysia is categorised as 
adopting the same approach where a totally new and separate legal framework has 
been enacted specifically for Islamic finance (Yaacob et al., 2011). As previously 
mentioned, Malaysia has recently enacted new legislation on Islamic banking, namely 
the Islamic Financial Services Act 2013, which has had a significant impact on the 
industry. (Sadiq and Black, 2012) suggested that having a proper and adequate legal 
and regulatory framework is the very reason for growth and development of the 
Islamic finance industry and at the same time, it is one of the most crucial differences 
between conventional banking and Islamic banking. Islamic banks must be supported 
by a strong regulatory and supervisory framework in view of the importance of 
Islamic banks to ensure compliance. Other foreign jurisdictions have recognised these 
key impediments and addressed the need for amending legislation. For example, 
regulatory and tax amendments have already been introduced in jurisdictions such as 
the United Kingdom, Malaysia and Singapore in order to accommodate Islamic 
finance products. Many of the key regulatory impediments have been highlighted in 
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previous scholarly articles; most recently, in the work of Farrar (2011), who 
comprehensively outlined the role and function of the regulators, as well as regulatory 
legislation affecting Islamic service providers (Farrar, 2011). 
In 2013, the Malaysian Parliament had both the Financial Services Act and Islamic 
Financial Services Act. On the 22nd of March 2013, both Acts were published in the 
Gazette. The Islamic Banking Act and the Takaful Act 1983 were passed 32 years 
previously in order to establish a full-fledged Islamic banking window. However, the 
IFSA 2013 has now superseded the two laws. As a result of the speed of growth in the 
Islamic banking industry, the IFSA 2013 was a useful way to accommodate the 
industry by strengthening the regulatory and supervisory frameworks of Islamic 
banks. However, there is a lacuna in the current legal framework where Shariah 
governance is not statutorily mentioned (Miskam and Nasrul, 2013). For example, the 
elements of the appointment of Shariah Committee members, and identifying Duties 
and Responsibilities of the Shariah Committee, Cessation of Shariah Committee4 
members are salient in the amendment of the previous Central Bank of Malaysia Act 
1958 (Act 509). The new legislation is intended to resolve the issues which have 
arisen before the statue came into effect, especially the legal effects of the rulings 
issued by the Shariah Advisory Council.  
The Central Bank of Malaysia had prepared earlier the Guidelines on the Governance 
of the Shariah Committee for the Islamic Financial Institutions to regulate the 
governance of Shariah Committee of IFIs. The guidelines must be adopted by all IFIs 
regulated and supervised by the Central Bank of Malaysia (BNM, 2010) 
The role and scope of duties and responsibilities of the Shariah committee and its 
members are provided in the IFSA 2013 and the relationship between the Shariah 
Advisory Council of the Central Bank and the respective IFIs are explained. 
Accordingly, the new guidelines specifically require all Islamic banks to comply with 
the framework stated therein within six months from the date of its issuance (Shafii et 
al., 2015). 
The new enactment of IFSA has successfully promoted the essential elements of 
Islamic banking. Firstly, one of the fundamental requirements of Shariah is that clear 
details must be stipulated in a contract. Transparency plays an important part in the 
                                                 
4 Section 30 of IFSA ACT 2013 (Division 2 Shariah Governance) 
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Islamic banking industry. Secondly, one way to promote public confidence of the 
Islamic banking system is by strengthening business ethics and safeguarding 
consumers. The last element is to successfully strengthen the enforcement and 
supervisory intervention by having clear operational requirements and standardisation 
of the application of Shariah principles amongst Islamic banks in Malaysia. 
2.4.2 LEGAL ISSUES IN ISLAMIC FINANCE: CASES IN MALAYSIA 
As mentioned earlier, Malaysia started enacting the Islamic banking Act in 1983 to 
regulate the Islamic finance industry. Since then, various litigation cases have been 
brought to court for judgment. Azahari (2009) studied the latest judgement in the 
cases of Bai Bithamanin Ajil (for home financing) such as the case of Arab-Malaysian 
Finance Bhd v Taman Ihsan Jaya Sdn Bhd & Ors (Suit No D4-22A-067 of 2003) 
High Court of Malaya at Kuala Lumpur, Bank Islam Malaysia Bhd v Ghazali bin 
Shamsuddin & Ors (Suit No D4-22A-215 of 2004) High Court of Malaya at Kuala 
Lumpur, Bank Islam Malaysia Bhd v Nordin bin Suboh (Suit No D4-22A-1 of 2004) 
High Court of Malaya at Kuala Lumpur, Bank Islam Malaysia Bhd v Peringkat Raya 
(M) Sdn Bhd & Ors (Suit No D4-22A-185 of 2005) High Court of Malaya at Kuala 
Lumpur, Bank Islam Malaysia Bhd v Ramli bin Shuhaimi & Ors (Suit No D4-22A-
399 of 2005) High Court of Malaya at Kuala Lumpur. Reference can also be made to 
[2008] 5 MLJ 631 where Justice Datuk Abdul Wahab Patail concluded that the Bai 
Bithamanin Ajil contract was not a bona fide sale but rather a financing facility 
contrary to IBA 1983. As a result, the IFIs had to re-compute the total amount 
charged to the client due to unjustly overcharging the customer (Azahari, 2009) 
In addition to that, Hasshan (2016) also pointed out in his recent study that there are 
challenges with the civil court in Malaysia to deal with cases related to Islamic 
finance due to its structure, power and jurisdiction. For example, in the case of Bank 
Islam Malaysia Bhd v. Lim Kok Hoe & Anor and Other Appeals, it was held that the 
BBA contract had been ruled upon by the superior courts. He further added that there 
was a lack of jurisdiction and lower authority to deal with non-Shariah compliant 
issues, such as in the case of Majlis Amanah Rakyat v. Bass Bin, the judgement ruled 
that to adjudicate non-Shariah compliant issues, the application under Specific Relief 
Act 1950 for remedies such as declaration, rescission, rectification and etc must be 
filed.  
 50 
The above legal cases promulgate that non-Shariah compliant issues and the violation 
of Shariah standards will stay relevant within the legal framework of Malaysia. Next 
the present study discusses the regulatory requirement in regards to channelling fund 
to charity and money laundering activities in Malaysia. 
2.4.3 MONEY LAUNDERING AND CHANNELING FUNDS TO CHARITY 
Money laundering is widely known to bankers as there are strict procedures in place 
for customers to deposit or invest or subscribe to their banking products. Launder 
originated from the Latin word that means “I wash”. Schott (2006) defined money 
laundering as the conversion of income received through criminal activities into 
another asset from which the source cannot be known.  
The correct definition has been given by the Financial Action Task Force (FATF), the 
global inter-governmental body that was established in 1989 to oversee and initiate 
global cooperation in anti-money laundering activities. They have defined money 
laundering as the handing out of unlawful earnings to cover their illegitimate source. 
This activity will enable a perpetrator to spend the money whilst concealing the 
origins.  
“O you who believe. Eat not up your property among yourself unjustly except it is a 
trade among you, by mutual consent” (Qur’an 4:29) 
From the above verse, an act of theft or robbery or similarly taking others property 
without their consent with dishonest intention is against Shariah law. Under Shariah 
law, economics and financial crimes have been classified within the division of 
criminal law. Theft and robbery are considered as major crimes where the 
punishments have been clearly stated in the Quran. In Islam, any crime that is 
prohibited in the Quran in considered unlawful. According to Yaakub et al. (2015) 
crime is one type of wrongdoing done by a man towards his creator (Allah). In 
Islamic finance, crime is defined as an activity that is prohibited by Islamic financial 
transactions. In this case, money laundering is considered as an economic crime. 
Money laundering is an illegal activity derived mostly from corruption, drug 
trafficking, terrorist activities etc, which aims to convert a significant amount of 
illegal money into legitimate proceeds (Arowosaiye, 2008). The ruling on prohibiting 
money laundering can be found from the Quran and Sunnah. Prophet Muhammad 
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prohibited any activity funded by money derived from soht “Those who involved in 
soht will be cast into the fire”. 
2.4.4 MISCONCEPTION OF IFIs AS A BACKDOOR TO TERRORISM 
According to Sadiq and Black (2012), Islamic finance always suffers a misconception 
from  Western society, in particular, that there is a mistaken belief that Islamic 
finance is a backdoor to terrorism, and that Islamic finance is a vehicle to promote 
Islam to dominate the world and that Islamic finance was actually designed to replace 
conventional banking.  
Terrorist groups require cash to fund their operations and this is done via different 
sources of subsidy, including formal or informal banking, money changing, trade 
based money laundering, philanthropic movements, money or drug smuggling and 
others (Freeman, 2012). Freeman categorised four main conceptual funding methods 
for terrorism, which are through state sponsorship, illegal activities, legal activities 
and popular support. He further stressed that many terrorist groups receive support 
from charities or NGOs in the form of donations for example, the Global Relief 
Foundation and the Al-Wafa foundation have been said to have a relationship with 
Al-Qaeda, the terrorist group founded by Osama Laden. He also added that popular 
support comes from a diaspora community that is mainly based on religion, ethnicity 
and racial connection. For instance, the Irish Republican Army group in Ireland where 
50% of their revenues in the 1970s were fully contributed by Irish Americans through 
donations.   
IFIs have been regularly criticised due to alleged links with terrorist activities and this 
has tarnished the image of IFIs. In Malaysia, the enactment of the Anti-Money 
Laundering and Anti-Terrorism Financing Act (AMLATFA) in 2001 and the 
foundation of the Anti-Money Laundering (AML) and Combating the Financing of 
Terrorism (CFT) by financial institutions have contributed enormously towards 
Islamic finance. Noticeably, the public is of the view that IFIs have created awareness 
to retain their positions as Shariah compliant companies and successfully eliminated 
any misconceptions to sustain their growth. Hence, this research suggests that the 
positive participation of IFIs to combat financing for terrorism should be extended to 
the distribution process of channelling illegitimate income to charitable bodies.  
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Unlike IFIs, conventional banks channel funds for sponsorship where the funds are 
pre-planned and budgeted either for the CSR of the bank or marketing strategy. For 
instance, Barclays Bank in United Kingdom has sponsored The English Premier 
League, while HSBC has spent money for the tour of the British & Irish Lions rugby 
to South Africa. (The Economist, 2009). It has been further reported that the sponsor 
bank could make USD3 of profit for each USD1 employed on the sport aid. In 
addition, the French banks BNP and Banque de Paris et des Pays-Bas have sponsored 
the French Tennis Federation as a platform to unify and motivate their employees 
after their post-merger exercise. According to Farrelly and Greyser (2007), CSR is 
further defined by the European Commission as the accountability of enterprises for 
their contribution to society that is fully championed by the company and supported 
by a relevant authority through a combination of voluntary policies and balancing 
laws.  To become socially responsible, a company should first abide by laws and 
integrate social, environment, ethical, and other stakeholders including employees 
into their business strategy and operations (European Commission, 2015). An 
example of a CSR activity is the policy of replanting trees after harvesting them 
which will further save the environment (Crowther & Martinez, 2004). 
The question therefore arises whether the action of channelling funds through CSR 
activities like sponsorship can be considered as charity. CSR is considered to be a 
marketing strategy instead of charitable work or philanthropy amid business 
operations that generate profit or benefit both a company and a community 
(Information Resources Management Association, 2014). The one and only social 
responsibility of a business is to maximise profit by being engaged with activities in a 
free market economy, as long as activities are within the rules of the game (Friedman, 
2002). Thus, non-Shariah compliant events and channelling tainted income for charity 
are unique incidents that apply to the operation of IFIs, compared to their 
conventional counterparts.  
Critics of Islamic finance express concerns about the possible link of Islamic finance 
with Islamic radical agendas or terrorist financing and the use of Islamic finance to 
fund Islamic extremist groups. 
There are a significant number of articles and research papers which criticise and 
establish the link between Islamic finance and terrorist activities, especially after the 
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bombing of the World Trade Centre in the United States of America on the 11th of 
September 2001. This includes a paper written by Levitt (2003) with a title “The 
political economy of Middle East Terrorism” and the paper titled “The Financial 
Flows of Islamic Terrorism” by Haigner et al. (2012), which provided detailed 
illustrations on possible cash movements in the funding of terrorist activities. In 
addition to that, many papers e.g. Brisard (2002), Wilkinson (2005) and Haigner et al. 
(2012), have expressed a negative opinion of Islamic finance after the 9/11 terrorist 
attacks where 57% of respondents accused Islamic finance instruments such as zakat, 
charitable donations and hawala models as being funneled directly or indirectly to 
terrorists groups. Haigner et al. (2012), further claimed that most publications during 
this period influenced readers to have a negative perception of Islamic Finance. 
However, after the global economic crises in 2007 and 2010, the tone of many 
business and research papers related to Islamic finance changed (Ali and Syed, 2010). 
In addition, Muslim scholars who are experts in Islamic finance have also contributed 
significantly by publishing their research works in international journals (El-Gamal, 
2005). Their publications have added a new frontier of knowledge and have helped to 
shift public perception on Islamic Finance from being negative to positive.  
Freeman and Ruehsen (2013) further argued that the main problem faced by USA 
based banks are correspondent accounts, which are an unavoidable tool in conducting 
international transactions. It is not guaranteed that foreign correspondent banks will 
carefully screen their customers and account activities. Therefore, more time is 
required to establish relationships with international correspondents as the banks need 
to perform a thorough evaluation on counterpart risk management and a compliance 
regime as well as to conduct site visits. However, HSBC USA had been negligent and 
did not carry out the required due diligence whilst maintaining correspondent 
accounts with Al-Rajhi Bank which is based in Saudi Arabia. As a result, a case 
occurred in 2005 where two individuals had sent money abroad to finance extremist 
groups in Chechnya by using the facility of the bank. Furthermore, a CIA report in 
2003 indicated that a senior family member of the Al-Rajhi family had long supported 
Islamic terrorist groups and had probably allowed such groups to use the facility of 
the bank. 
Levitt (2003) further agreed that the owner of Al-Rajhi Bank has a link with the 
founder of Al-Qaeda. He identifies one of charitable bodies, the Al-Wafa 
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Humanitarian Organization, to have a link with a Bin Laden owned organisation that 
performed a small amount of legitimate humanitarian work and bore great expenses 
for equipment and weapons. For instance, Afghan police found a laboratory of 
explosives in a building occupied by the Kabul office of al-Wafa prior to the 
liberation of the city from the Taliban. Abd al-Aziz, a Saudi citizen and senior al-
Qaida official who was captured by the USA forces in Afghanistan, is also alleged to 
have financed al-Qaida activities through al-Wafa. Levitt further argued that the three 
charitable bodies and their USA offices in Virginia in March 2002 were raided, and 
they had close links with the al-Qaeda founder, Ben Laden. Furthermore, the offices 
of the SAAR Foundation, the Safa Trust, and the International Institute for Islamic 
Thought (IIIT) that had shared space were also raided. The SAAR foundation is 
reported to have a link with a Saudi royal member as well as the founder of Al-Rajhi 
bank, Sheikh Sulaiman Abdul Aziz al-Rajhi (initial SAAR). SAAR and IIIT are also 
alleged to have channelled funds to Hamas and the Palestinian Islamic Jihad through 
the World and Islamic Studies Enterprise (WISE) and the Islamic Committee for 
Palestine (ICP).  
Thus, it can be concluded that IFIs may be easily linked to terrorism financing 
activities if strict regulations are not laid down. Hence, Freeman and Ruehsen (2013) 
determined that the regulatory framework should be tightened to enable financial 
regulators to detect terrorism risk at a higher level. As the result, the channeling of 
funds of tainted income to a charity has skeptically been an anomaly compared to 
planned CSR activities. Therefore, I opine that all efforts must be put in to improve 
existing regulatory compliance at a ground level, and to explore international 
cooperation and capacity building as well as to prioritise enforcement with other 
relevant countries.  
2.4.5 STAGES OF MONEY LAUNDERING ACTIVITY – METHODS AND 
LOOPHOLES 
Know Your Customer (KC) and Customer Due Diligence (CDD) 
It is a requirement by both AMLATFA and AML/CFT to conduct Customer Due 
Diligence (CDD) and Know Your Customer (KYC) for each transaction and business 
action. Conventional banks, Islamic banks and offshore sectors are among entities 
covered by Malaysian law regarding KYC and CDD rules. It is very important for 
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banks to adopt KYC to safeguard them and to prevent them from being used by 
criminals for money laundering activities. The procedures enable banks to know and 
understand their customers and their financial dealings in an appropriate manner. 
Reporting institutions are defined as institutions that carry on activities listed in the 
First Schedule of the AMLATFA, which include banking and investment banking, 
and Islamic banking businesses. Generally, in Malaysia, KYC, CDD and other 
counterfeiting financing of terrorism policy is applicable to both conventional banks, 
as well as Islamic banks. The customer under the AML/CFT guidelines is defined as a 
client or person as an account or non-account holder. Paragraph 13.4.16 of Clubs, 
Societies and Charities of BNM AML/CFT states that CDD should be conducted by 
reporting institutions when acquiring relevant customer identification and constituent 
documents such as a certificate of registration and identification as well as 
confirmation of the office bearer or staff that represented the club, society or charity. 
Paragraph 13.4.17 further requires the reporting institutions to extend the 
identification and verification of the beneficial owners of the customers. However, 
CDD is only required for an existing or potential client rendering and applying for 
financial services offered by IFIs. This procedure should also cover the selection and 
approval of charitable bodies. In United Kingdom, several banks have carried out a 
risk assessment exercise where HSBC, the biggest British bank, reported that it has 
cancelled the account of Islamic Relief, a global and well-known charitable body 
which operates in 40 countries due to the risk appetite set out by the AML 
requirements of the bank. According to Rittenberg and Martens (2012), risk appetite 
is defined as how an organisation is willing to accept the level and type of risk in 
order to meet their value by coordinating the people, process and infrastructure of an 
organisation. This should be reflected in an organisation’s own risk management 
philosophy, culture and operating style (Rittenberg and Martens, 2012). 
Another instance is where the Co-operative Bank has closed the account of Friends of 
Al-Aqsa, where the main activities were to disclose human right abuses among 
Palestinians and to pressure the government of Britain to make sure Israel abides by 
International Law (Chapman, 2016).  
Pre-Screening of Charitable Bodies 
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However, based on Paragraph 1.4 of the Guideline of Islamic Funds Collection of 
Best Practices for Setting-up and Servicing Islamic Funds issued by the Association 
of Luxembourg Fund Industry (ALFI), it is the duty of Islamic banks to channel non-
Shariah compliant income to charitable bodies (Association of the Luxemborg Fund 
Industry, 2012). The guideline further explained that all charitable payments must be 
screened against blacklists to ensure that money-laundering activities are not involved 
and that the know your customer obligations are thus maintained. To reduce risks in 
this area, Islamic banks that reduce risk in channeling non-Shariah compliant income 
must specifically state the names of the charitable organizations. In addition, before 
any payment is made, it is the obligation of Islamic banks to identify if there are any 
links between the charitable organisations and terrorist regimes.  
2.4.6 THE DEVELOPMENT OF ISLAMIC BANKS IN MALAYSIA: ANTI 
MONEY LAUNDERING LAWS AND REGULATIONS  
Malaysian Anti-Money Laundering, Anti-Terrorism Financing and Proceeds of 
Unlawful Activities Act 2011 has been gazetted on the 5th of July 2001 
(AMLATFPUAA, 2001), while the BNM Anti-Money Laundering and Counter 
Financing Terrorism (AML/CFT) – Banking and Deposit-Taking Institutions (Sector 
1) has come into effect 12 years later on the 15th of September 2013 (Bank Negara 
Malaysia, 2013). As a financial institution regulator, the BNM responsibilities are as 
follows:  
• To observe AML compliance in the banking industry.  
• To impose AML regulations set out by policy makers.  
• To safeguard a level playing field to promote fair competition in the financial 
sector.  
• To cooperate with the industry to build an effective AML regime.  
Malaysia has a well-developed regulatory framework, including licensing and 
background checks to oversee onshore financial institutions. It recognises that money 
laundering and, financing and funding of terrorism are complex crimes, and, for this 
reason, multiple national subject agencies must be involved in the various aspects of 
preventing, detecting and prosecuting them.   
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A wide definition of charity has been given by BNM in Appendix 3 of the Guideline 
on Late Payment Charges for Islamic Banking Institutions. It is stated that an NGO is 
a body registered under the Registrar of Society or “Suruhanjaya Syarikat Malaysia or 
any other sovereign laws that pursue humanitarian work and philanthropic objectives. 
However, the Financial Action Task Force (FATF) has recommended the regulator or 
government to have an extensive AML/CFT policy in a country by considering the 
following fundamentals: (1) ensuring integrity of the charitable body, (2) maintaining 
information in regards to charity works carried out,  senior staff and trustee details, 
(3) implementing appropriate investigation mechanisms, and (4) gathering and 
providing information related to financing terrorism upon request by other countries 
(Financial Action Task Force, 2012). 
In summary, the guidelines of BNM require client identification and verification, 
record keeping, and the reporting of suspicious activity reporting. As the result, these 
rules require deposit institutions and other reporting organizations to identify and 
ascertain the genuine personalities of clients and to develop a transaction profile of 
every client in order to identify abnormal or suspicious transactions. However, there 
was lack of empirical analysis in the previous literature reviews to assess the 
understanding of Shariah personnel on the Malaysia’s regulatory framework.  
Therefore, by considering an AML requirement in the selection of a charitable body 
before being approved by the Shariah Committee of the Islamic bank and developing 
a standard guideline on purification methods, the risk of funding or financing of 
terrorist activities could be eliminated or minimised accordingly. Any leak of funds to 
a terrorist group will not only bring disaster and harm to the public but defeat the 
objective of Shariah itself, which is to preserve the life and property of people.  
2.5 DEVELOPMENT OF HYPOTHESIS 
In developing hypothesis, there are two main approaches considered in the research 
which are deductive and inductive. It is essential to discuss the approaches to ensure 
efficiency in further research especially when there are situation and challenges to 
overcome when writing the research. Trochim (2006) further differentiated both 
approaches depending on the following situation: 
Approach Deductive (Top-Down) Inductive (Bottom-Up) 
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Begin with Thinking up a theory Specific observation 
Research Time  Limited time to complete a study Reasonable time to complete study 
Risk Risk avoidance Risk acceptance 
Type of question Pre-specified Open-ended 
Type of analysis Testing / Numerical driven Exploratory/Comparison 
Issam (2012) confirmed that all the data collected and transcribed from the interviews 
and written documents for data analysis was inductive. Issam (2012) further added 
that inductive approach can be considered as underlying philosophy and mode of 
analysis. According to Lancaster (2005), the deductive approach is used based on 
general idea to reach at the focus discussion which is linked to positivism paradigm 
while inductive approach reversely is based on the specific idea to generalise the 
discussion as per the field of study. Lancaster (2005) further proposed that deductive 
approach is unsuitable for social science research due to uncontrolled factors and this 
gives the greatest advantage to the inductive approach due to its flexibility. Hence, 
theory is not required if using inductive approach at the initial stage. Trochim (2006) 
nonetheless, argued that both approaches can be adopted to conduct social research 
where the cycles will continually move from theories down to observations and vice 
versa.  
This research study proposes to initially use specific observations based on the 
research questions and objectives developed earlier in the Chapter 1 of the thesis. 
Given the previous literature reviews, some identified variables were discussed which 
can be divided into Shariah governance, legal framework and financial disclosure. 
Multiple method of data collection was used including interviews, survey, focus 
group, observation and content analysis within a specified time of period to reach the 
specific research topic of this thesis.  
Having said that, the model of Shariah governance framework introduced by the 
central bank of Malaysia (BNM, 2010) is used as the foundation for this research.  
The research study is conducted by employing a mixed method approach, a 
combination of quantitative and qualitative research methodology which will be 
discussed thoroughly in the Chapter 3 of this thesis in order to test the below research 
hypothesis and its relationship. Hence, for the purpose of this research, both deductive 
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and inductive approach have been used since pre-specified questions and open-ended 
questionnaires were heavily applied.  
(1) The relationships between Shariah governance and non-Shariah compliant 
income 
The concept of corporate governance was defined earlier by the Committee on the 
Financial Aspects of Corporate Governance and Gee and Co. Ltd. (1992) as “a system 
by which companies are directed and controlled”, where the actions of the Board are 
subject to the laws, regulations and the shareholders in general meeting. However, 
Zain et al. (2015) has identified an additional feature of Shariah corporate governance 
which differentiates it from conventional corporate governance, which is the company 
must be directed, controlled and must conform with Shariah principles including the 
company goals and objectives, values, rights and interests of stakeholders. Hassan 
(2010) further argued that the Shariah governance system for IFIs in the Malaysian 
context is centralised and regulated via legal and regulatory requirements i.e. the 
central bank as compared to self-regulation applied by other regions such as Saudi 
Arabia and United Kingdom. Lahsasna (2014) further explained the Shariah non-
compliance risk may occur due to three main reasons which are (1) failure of the IFIs 
to comply with the SAC in the case of Malaysia as the highest authority in issuing 
Shariah rulings,  (2) failure of Shariah Committee of the IFIs to provide sound 
resolution and (3) failure of IFIs to comply with a Shariah resolution issued by their 
Shariah Committee (Lahsasna, 2014). However, Hesse et al. (2008) earlier raised the 
governance issues relating to Shariah compliance of products offered and the diverse 
interpretation of Shariah among the Shariah scholars from different jurisdictions or 
school of thought, which will further weaken the creation of a constant and acceptable 
regulatory framework and corporate governance principles (Hesse et al., 2008). 
Based on the arguments supporting the positive impact of adequate Shariah 
governance and the treatment of non-Shariah compliant income relationships it is 
hypothesised that; 
Hypothesis 1: Adequate Shariah governance practised within IFIs will lead to the 
proper treatment of non-Shariah compliant income 
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(2) Legal and regulatory framework of the Islamic finance industry and proper 
treatment of non-Shariah income 
The theory of economic regulation has been debated among great scholars such as 
Duncombe (1841), Posner (1974), Friedman (2000) and Karl Marx (1959). According 
to Karl Marx (1959), law regulates the market. He believed in child labor market 
where the elimination of the “false relay system” was the principal goal and object of 
that regulation. While Duncombe (1841) believed that the legislation was not 
recommended to interfere the credit-currency of a country neither from any state nor 
the congress of the United States. 
(Posner, 1974) further explained that economic regulation can be divided into two, 
which are (1) The “Public Interest” theory that existed due to the alteration of 
inefficiencies of the market, and (2) The “Capture” theory that is regulation is 
supplied due to demands of certain relevant groups to maximize the revenue of their 
members.  He also concluded that neither public interest nor the capture theory can 
claim to be advantageous since there has been no empirical research to proof it’s 
efficiency.  
However, recent scholars such as Friedman (2000) suggest choosing the right 
regulation by using the theory of Ex ante and Ex post. Ex ante allows the use of a 
minor penalty with high likelihood, as this will remind the performer to implement 
extra precautions. On the other hand, Ex post encourages a player with the motivation 
to use his personal knowledge about what he should or should not do.  
To support Islamic banking regulations, Chapra et al. (2000) suggested Islamic banks 
should further provide prudential regulation and effective supervision followed by 
proper internal control systems, risk management and external audits, and greater 
transparency in order to avoid failures. 
The Malaysian legal framework for financial services can be divided into two, which 
are the Islamic and conventional financial system (Yasin, 2016). Under the Islamic 
Financial Service Act, Shariah rulings issued by the Shariah Advisory Council of 
Bank Negara Malaysia is binding on the civil court that conducts hearings in any 
cases involving Islamic financial disputes. 
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However, none of the authors discussed details on the legal framework for the 
treatment of non-Shariah compliant income arising from a non-Shariah compliant 
event within Islamic banks or whether a Shariah Advisor has local standing to 
determine that an approved charitable body is free from terrorism activities.  
According to Sadiq and Black (2012) legal and regulatory problems can be presented 
in three different ways in governing the Islamic finance industry which are, (1) a 
separate legal framework that can be adopted with limited support, (2) legislative 
reform through administrative guidance issued by a relevant authority and (3) a less 
radical approach with minimal jurisdictive involvement.  
Moreover, regulation imposed by relevant regulators also influences the 
implementation of Shariah governance in Malaysia. The central bank of Malaysia, 
BNM has issued the Shariah Governance Framework (2011) as a main reference. The 
IFIs are required to confirm their compliance status within a six (6) month period. 
Yasin (2016) claimed that the implementation of anti-money laundering procedures in 
Malaysian based IFIs since the IFSA came into effect in 2013 has not been lax and 
both Islamic and conventional banks are following AML/CFT laws and regulations. 
She further confirmed that Islamic charities are also monitored by the State Islamic 
Religious Council. 
However, the author only referred to the APG Report on Money Laundering which 
covers CDD on charitable bodies upon receiving a deposit, not the distribution or 
channelling of tainted income to a charitable body. This is the gap that needs to be 
identified since not all Islamic NGOs in Malaysia are governed by the State Islamic 
Religious Council. This facilitates the relationship between the legal and regulatory 
framework with the treatment of non-Shariah compliant income. Thus, it is 
hypothesised that: 
Hypothesis 2: A strong legal framework influences adequate Shariah governance 
and the proper treatment of non-Shariah compliant income. 
(3) Financial disclosure requirements and Non-Shariah compliant income 
The committee on the on the Financial Aspects of Corporate Governance and Gee and 
Co. Ltd. (1992) explained one of the fundamentals of financial reporting is true and 
fair presentation, and that the Board of Directors should aim for the disclosure to be 
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presented at an utmost level which is understandable and doesn’t damage their 
economic position.  
Gaffikin (2006) argued that cultural and historical awareness also plays an important 
role in critical accounting studies, particularly in providing different interpretations 
from time to time. Therefore Amer (2007) proposed to develop a new Islamic 
accounting theory that is based on Islamic principles such as Amanah (Trust) and 
Shahadah (witness) in order to preserve the interests of religious aspects. Although 
Islamic banks do not generate non-Shariah compliant income, however inherent 
business risk, system risk, human error and unresolved Shariah issue will lead to non-
Shariah compliant events.  
Asian-Oceania Standard Setters (2010) also shared that Muslim users of financial 
statements that require Shariah compliance within financial institutions with Islamic 
banking activities can refer to IFRS 8 Operating Segments, paragraph 1. ““An entity 
shall disclose information to enable users of its financial statements to evaluate the 
nature and financial effects of the business activities in which it operates. “This 
implies the relationship between financial disclosure requirement and non-Shariah 
compliant income treatment. Thus, it is hypothesised that; 
Hypothesis 3: Sound financial disclosure results in greater transparency in the 
treatment of non-Shariah compliant income. 
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2.6 CHAPTER CONCLUSION 
Figure 3 Summary of Chapter 2 
Although most of the existing literatures discussed the evidences related to the 
incidences of non-Shariah compliant events and income, the model of Shariah 
governance, disclosure and reporting of non-Shariah compliant income, and the legal 
and regulatory framework in the context of Islamic finance as outlined in the above 
Figure 3, the researcher is of the view that the evidences are applicable and relevant to 
the present study of non-Shariah compliant income in the context of IFIs in Malaysia. 
The area of discussions in the previous literatures are documented as the following to 
answer the very specific research questions designed: 
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NON-SHARIAH EVENTS IN ISLAMIC BANKS
INCIDENT OF NON-SHARIAH COMPLIANT TRANSACTIONS
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Research 
Topic 
Research 
Question 
Area of 
Discussions 
Explanations/ Variables 
Policy, Legal 
and Regulations 
of Non-Shariah 
Compliant 
Income in the 
Islamic Banking 
Industry: The 
Case Study of 
Malaysia 
How does 
Shariah 
Advisory 
council for IFIs 
in Malaysia 
ensure activities 
follow Islamic 
Finance and 
how can non-
Shariah 
compliant 
events be 
reported to 
authorities? 
Non-Shariah 
compliant incomes 
Incidences of on-Shariah events: 
Non-Shariah event is reffered to 
haram or prohibited act stipulated in 
the Al-Quran and As-Sunnah (Al-
Qaradhawi,1960; Khalid, 1995). 
Non-Shariah compliant can be 
occurred due to violation of Shariah 
principles in the modern financial 
system (Arshad and Wardhany, 
2012; Al-Zuhaili, 2006; Chong and 
Liu, 2009). Inconsistency in Shariah 
issues in the Islamic banking system 
also become the main reason 
(Firoozye, 2009; Ali et al., 2013). 
Non-Shariah income also have been 
reported in Malaysia due to system 
failure and human error (BIMB, 
2011; CIMB Islamic Bank, 2011). 
However there was no empirical 
study in the previous researches to 
explore the existences and types of 
non-Shariah compliant transactions 
reported by IFIs in Malaysia. 
Channeling fund to charity: 
Channeling fund to charity is a 
comman practise in Islamic finance 
in purifying non-Shariah income 
(Mirza-Begum, 2014; Bahmmam, 
2013; BNM, 2011; DAWN, 2008). 
Shariah advisor to verify and 
approve the purification method not 
the management (ALFI, 2012).  
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Nonetheless, Shariah governance 
framework in Malaysia only stated 
that non-Shariah income must be 
disposed to charitable cause (BNM, 
2011) 
However there was no empirical 
study in the previous researches to 
identify the recipents of non-Shariah 
compliant income IFIs in Malaysia. 
Concept of Income purifiction vs. 
income cleansing: 
Income cleansing is defined as the 
process of determining, scrutinising 
and distributing non-Shariah 
compliant income to charity (Md. 
Hashim, A., Habib, F., Isaacs, Z. and 
Gadhoum, M., 2017; Shaik 
Mohammed, W., Barkatulla, M., 
Khatkhatay, M. and Abbas, Z., 
2017). However, other scholars 
preferred the term of “Purging” 
instead of “cleansing” (Shaik 
Mohammed, W., Barkatulla, M., 
Khatkhatay, M. and Abbas, 
Z.,2017). However, wealth 
purification is different from wealth 
cleansing where “cleansing” is 
required when Muslim acquired 
property from illegal sources. Whilst 
“purification” is referring to an act 
of charity to express gratitude to The 
Almighty God (Alhabshi, 2015). 
AAOIFI (2008), on the other hand 
comfortably used the word of 
‘disposing’ in its defination of 
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income purification.  
Purification method: 
Theoretically, not all non-Shariah 
compliant income must be 
channelled to charitable causes as 
the rational of an income being non-
Shariah compliant may differ from 
one case to another (Ali et al.,2013). 
The paper further divided the types 
of non-Shariah transactions into two 
which are due to the (i) principle of 
contract and  (ii) external influences. 
Nevertheless, Shaik Mohammed et 
al., (2017) categorised non-Shariah 
compliant income into three 
categories which are (i) interest 
income, (ii) interest income received 
from non-Shariah compliant 
investment; and (iii) income from 
non-Shariah compliant business 
sources. Md Hashim, A. and Habib, 
F. (2016) further argued that the 
cleansing methodologies available in 
the market are developed and offered 
by various private equity index 
providers, such as Dow Jones, 
FTSE, MSCI and S&P based on 
different criteria and database. The 
paper however, expanded the 
categories into four. However there 
was no empirical study in the 
previous researches to identify the 
purification method of non-Shariah 
compliant income IFIs in Malaysia. 
Shariah Governance Stakeholders and Standardisation 
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of Islamic finance: 
Stakeholder is a group of people 
who has direct relationship with an 
organisation (Friedman and Miles, 
2006). Management of the company 
is not considered as stakeholder 
(Aoki, 2001). Shariah Boards has 
major responsibility to protect the 
rights of all stakeholders according 
to Islamic principles (Sekreter, 2013) 
However, the lack of standardised 
guidelines, ambiguous legal 
frameworks, contradiction of 
opinions on Shariah rulings amongst 
scholars and various degrees of 
strictness in terms of Shariah rulings 
contributes to the unsustainable 
growth of the Islamic finance 
industry (Tett, 2007).  
Standardisation is not required in 
Islamic finnace (Mcmillan, 2011; 
Oakly, 2011; Wigglesworth, 2009; 
Nelson, 2006). However, 
standardisation at country level is 
required to approve Shariah matters 
(Tett, 2007). Codified Islamic 
commercial laws has once 
implemented during Abbasite empire 
(Alkhatib, 2013). However, the 
previous literature studies were too 
theoritical and no empirical study to 
identify the roles of Shariah advisors 
and assess the commitment of 
management of IFIs towards roles 
and functions of the Shariah 
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Committee in Malaysia. 
Re-occurance of non-Shariah 
compliant income: 
There  are other factors contributing 
to non-Shariah compliant events 
such as proper guidelines and audit 
functions. (Zulhibri, 2012) The 
existing framework of conventional 
banking system also contributes to 
the re-occurance of non-Shariah 
compliant transaction (Hanif, 2011). 
However there was no empirical 
study in the previous researches to 
study the understanding of Shariah 
officers on non-Shariah compliant 
income and conventional banking 
system in Malaysia. 
Conceptual, Objective and Model 
of Shariah governance:  
Source of Shariah is Al-Quran and 
As-Sunnah (Gait and Worthington, 
2007). Compliance with Shariah 
principles is an ultimate objective 
(Kasim et al.,2013). Islamic banking 
must comply with country legal 
framework (Alharbi, 2015) and 
opinions of Shariah boards as 
experts in the field to boost 
confidence among shareholders and 
public (Mizushima, 2014). Shariah 
knowledge and understanding on 
financial system become the main 
criteria for the selection of Shariah 
boards (Ali et al.,2013; Marines 
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2001).  BNM has established the 
guidelines on Shariah governance, 
while UAE has issued two 
guidelines for IFIs and Shariah board 
seperately (Hasan, 2012).  However, 
the requirements of Shariah 
governance issued were not adequate 
in regards to the defination of 
Shariah boards (Ibrahim et al.,2011).  
BNM has introduced a two-tier 
Shariah governance model where a 
Shariah Advisory Council was 
established at the national level and 
a Shariah Committee was setup at 
the IFIs’ level that supported with 
Shariah functions namely Shariah 
risk, Shariah review, Shariah 
Research and Advisory, and Shariah 
audit that led by Shariah officers 
employed by the IFIs in Malaysia.   
(BNM, 2010).   
How does 
financial 
disclosure in 
an annual 
report 
ensure 
transparency 
and prevent 
IFIs from 
financing 
terrorism 
activities? 
 
Financial disclosure 
and reporting of non-
Shariah compliant 
events and income 
Adequacy of Financial Disclosure 
for IFIs: 
Disclosure in annual reports has an 
impact on the degree and nature of 
investment choices made by 
investors, expense of capital, 
reputation, decision of investors and 
stock price volatility and market 
(Singhvi and Desai, 1971; Healy and 
Palepu, 2001; Kreps, 1992; Harahap, 
2003; Al-Baluchi, 2006; Archer and 
Karim, 2007; Harahap, 2003). 
Incomplete information disclosed is 
however, reasonable  to certain 
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industry (Stiglizt;1976) Disclosure 
has a material effect on the expense 
of capital, reputation, decision of 
investors and stock price volatility in 
IFIs (Haqqi, 2014) Disclosure is to 
serve public interest (Lewis, 2001).  
Standards on reporting of non-
Shariah compliant income: 
Special accounting standard should 
be developed specifically for IFIs to 
treat certain religious requirements 
(Hasan and Lewis, 2017; Gambling 
and Karim, 1993; Lewis,2001) In 
Malaysian context however using 
IFRS accounting standards which 
were approved by MASB for 
financial reporting by companies in 
Malaysia including IFIs (MASB, 
2009). AAOIFI accounting standards 
were introduced to focusly govern 
the IFIs but most of its standards are 
compatible with IFRS except for 
IAS 30 and IAS 41 (Mohammed et 
al., 2016; Amin, 2012; Hassan and 
Lewis, 2007; Hasan, 2010).  In 
Malaysian context, there is a circular 
issued by BNM on reporting of non-
Shariah events to the central bank 
i.e. BNM/RH/GL 002-23 
(BNM,2013). Nevertheless, no 
empirical evidences discussed in 
regards to the disclosure of the 
recipients of non-Shariah income by 
IFIs and its purified amount in 
Malaysia 
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How do the 
legal regulations 
by the Central 
bank of 
Malaysia in the 
case of non- 
Shariah 
compliant 
events ensure 
IFIs prevent the 
rise of anti-
money 
laundering 
activities? 
Legal and regulatory 
framework governing 
non-Shariah 
compliant events and 
income 
Malaysia’s dual regulatory 
framework: 
Dual legal framework applied to 
govern IFIs and other conventional 
bank seperately (Yaacob et al., 2011; 
Sadiq and Black, 2012). This was 
inline with the Malaysia’s 
constitutional laws (Lateh et al., 
2010). Shariah governance  
however, is not statutorily mentioned 
in the laws (Miskam and Nasrul, 
2013).  IFSA 2013 has specifically 
addressed the roles of the 
management and Shariah Committee 
of IFIs (Shafii et al., 2015). Roles of 
regulators to issue legislation 
affecting Islamic service providers 
(Farrar, 2011)  
Money laundering issues 
pertaining to channeling fund for 
charitable causes: 
CSR is part of marketing strategy 
practised within the laws and legal 
environment to achieve social 
objective in the society (The 
Economist, 2009; Farrelly and 
Greyser, 2007; Information 
Resources Management Association, 
2014; Friedman, 2002; European 
Commission, 2015). However, ways 
to get illegal funding are state 
sponsorship, illegal activities, legal 
activities and popular support 
(Freeman, 2012).  Previous literature 
reviews established the cash 
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movement to terrorist groups 
through charitable bodies (Levitt, 
2003; Haigner et al., 2012; Brisard, 
2002; Wilkinson, 2005; Freeman and 
Ruehsen, 2013; Chapman, 2016).  
However, there was no empirical 
analysis carried out in the previous 
literature reviews to assess the  legal 
regulatory and practises of Shariah 
personnel within the IFIs in 
channeling fund for charitable 
causes in the case of Malaysia. 
 
Unlike conventional banks, the Shariah Committee plays a significant role in the 
governance structure for Islamic banks in ensuring the operations, activities and 
product offerings are in full compliance with the principles. Income generated in 
Islamic banks could be treated as illegal if it is realised from actual non-Shariah 
compliant incidents throughout the business year as compared to conventional banks. 
This income will need to be screened off and to be purified according to its nature 
including channelling the tainted income to charitable bodies. 
Unquestionably, non-Shariah compliant events are not expected to occur within the 
IFIs, but there have been cases in the previous literature reviews which demonstrate 
that such events are unavoidable due to Shariah issues such as inconsistencies in 
Tawarruq principles. Apart from that, the major contribution to non-Shariah events is 
due to non-Shariah related issues such as IT system providers, recipients of non-
Shariah income and human error which are lacking in the previous studies. 
In addition to that, there are various guidelines provided by the Central Bank of 
Malaysia to ensure that IFIs are at par with conventional banks. In most countries 
where IFIs are present, the regulatory framework adopted for their IFIs is the same as 
conventional banks. However, in the case of Malaysia, the Central Bank of Malaysia 
has guided and provided a separate legal regulatory framework specifically for IFIs. 
Inconsistent practises among the IFIs in the reporting of non-Shariah income in the 
annual report and variance in purification methods also need a stringent legal 
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regulatory framework, as it could risk the financial industry to the financing of 
terrorist activities. Thus, three hypotheses are developed to guide this research study 
for further investigation that will be answered in Chapter 7 of this thesis. 
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CHAPTER THREE 
“The best form of worship is the pursuit of knowledge” 
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CHAPTER 3: RESEARCH METHODOLOGY 
3.1 INTRODUCTION 
This chapter continues to describe a fundamental part of the research process. 
Research methodology provides a step by step guide about how the research is being 
conducted. It acts as a guideline to make sure that the research is on the right track. In 
general, research methodology constitutes a research approach, data collection 
techniques and data analysis techniques. For the purpose of this study, a mixed 
method approach is being adopted to complement its unique features.  
Following the introduction, the chapter continues as follows: Section 3.1.1 defines 
and discusses the research paradigms and at the same time, discusses the meaning of 
ontology and epistemology; Section 3.1.2 focuses on the research methodology; 
Section 3.1.3 describes the types of research designs available and type of research 
design that is adopted for this study. Section 3.1.4 describes research instruments used 
for this study. Section 3.1.5 expands on the sampling used for this study and lastly, 
the conclusion is summarised in this chapter. 
 
3.2 RESEARCH PARADIGMS 
It is important to see how knowledge is created by properly understanding research 
philosophies as they act as a guide for a researcher. It helps a researcher identify the 
best research design, helps to clarify research design and helps to identify and create 
an appropriate research design. According to (Aliaga and Gunderson, 1999), the 
research process is divided into three aspects, namely the ontology, epistemology and 
methodology. According to them, the research paradigm is a system of interrelated 
practices that defines the nature of the research along these 3 dimensions. According 
to Maxwell (2013), a paradigm refers to a general philosophical position about the 
nature of the world (ontology) and how can we understand it (epistemology). 
Paradigms also include methodological strategies linked to these assumptions. There 
are different types of paradigms namely Positivism, Interpretivism and Pragmatism. 
The term paradigm is originated from the Greek term “paradeigm”, which means 
pattern. A paradigm hence implies a pattern or model or framework or system of 
scientific and academic ideas. On the other hand, ontological and epistemological 
aspects concern what is commonly referred to as someone’s worldview. 
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Philosophical perspectives define the nature of the world and how we know about it. 
Strategies and methods are believed to be influenced by philosophical assumptions 
regarding epistemology and ontology (Schuh, 2008). According to (Saunders et al., 
2009) research philosophy is defined as a research background, research knowledge, 
and the nature of methods in which the research is conducted. In the words of (Cohen 
et al., 2002) the research paradigm is defined as the broad framework, which 
comprises of perceptions, beliefs and understanding of several theories and practices 
that are used to conduct research. It is also characterised as a precise procedure that 
involves various steps through which a researcher creates a relationship between his 
or her research objectives and questions. 
All research is based on a number of underlying philosophical assumptions about 
what constitutes persuasive research and which research method is appropriate for the 
development of knowledge in each study. In order to conduct and evaluate any 
research, it is therefore important to know what these assumptions are. This chapter 
discusses philosophical assumptions and the design strategies underpinning this 
research study. Common philosophical assumptions have been reviewed and 
presented; the pragmatism paradigm has been identified for the framework of this 
study.  
Ontology is a branch of philosophy which refers to the study of what might exist. It 
seeks to provide a definitive and exhaustive classification of entities in all spheres of 
being.  According to Oxford dictionary, ontology is simply defined as a set of 
concepts and categories in a subject area or domain that shows their properties and the 
relationship between them (Oxford Dictionary, 2016). It is also often referred to as 
“metaphysics”, a term used by the early students of Aristotle, who called himself as 
the first philosopher (Smith, 2003). Ontology also is also defined as a clear 
identification for a conceptualisation that has regard to a specified way of an existence 
(Gruber, 1993). The question of “what exists?” might provide different answers 
between ontological anti-realism and ontological realism where both approaches 
normally have a strong argument for example, “What is right?”, a fundamental 
question of ethics and “Are there objective answers to the fundamental question of 
ethics?”. Those who uphold realism will agree, while others will object (Chalmers, 
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2009). (Eusafzai, 2004), further explained that the aim of a researcher is not only to 
find the truth or reality but to discover but not develop something as it truly exists.   
In simple words, ontological assumptions inform the epistemological assumptions of 
a research which later inform the methodology and hence describe the methods used 
to collect data (Mack, 2010). Therefore, to conclude ontology is about what is factual 
whereas epistemology is how to find the truth. 
Epistemology can literally be defined as a theory of knowledge regarding its 
methods, validity and scopes (Oxford Dictionary, 2016). Ontology describes the 
philosophy of reality while epistemology explains the relationship between the 
knower and what is known (Krauss, 2005). According to (Mason and McBride, 
2014), the key concept in epistemology is that it is concerned with how we gain 
knowledge.  
Methodology refers to how a researcher goes about finding out knowledge and 
carrying out his or her research. The research methodology is basically describing the 
purpose of a study, the techniques or methods to be used for collecting data and how 
data is going to be analysed. It is vital as it is the backbone for the success of a 
research. According to (Brannen, 2005a), research methodology is the plan or adopted 
strategy in order to achieved and solve a research question.  
Methodology according to Oxford Dictionaries is a system of methods used in an area 
of study or activity and the word of methodology originates from Latin in early 19th 
century as methodologia or French, méthodologie (Oxford Dictionary, 2016). Some 
examples of such methods are quantitative methods, an ethnographic approach or case 
study approach, (both using qualitative methods), an ideological framework (e.g. an 
interpretation from Marxist, Feminist viewpoint), a dialectic approach (e.g. compare 
different points of view or constructs, including a researcher owned views). 
A paradigm can be divided into three categories namely, Positivism, Interpretivism 
and Pragmatism. Positivism has two definitions, namely (1) a philosophical system 
recognising things that can be verified or mathematical proof, hence rejecting 
metaphysics and (2) a theory of laws that have been enacted by an authority or by an 
existing decision rather than moral consideration (Oxford Dictionary, 2016). In a 
Positivist Paradigm, facts are established by taking a phenomenon to examine its 
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component parts and the object of study is independent of researchers where 
knowledge that is discovered is verified through observation (Krauss, 2005). 
However, there are a number of disadvantages of this approach in terms of (1) it is 
time consuming while doing data collection, (2) challenging and complex data 
analysis, (3) there is uncertainty that might occur due to unclear patterns, and (4) a 
lack of credibility among non-researchers (Raddon, 2010). 
Interpretivism is referred by the Oxford Dictionary as an interpretation that gives a 
meaning of “connected with the particular way in which something is understood, 
explained or performed; providing an interpretation” (Oxford Dictionary, 2016). The 
crucial point of Interpretivism is that, people interpret their environment and 
themselves in a way that is shaped by specific cultures in which they live. There is a 
significant difference in cultural variation within large, complex societies in which 
most of us now live. These distinctive cultural orientations shape what people do and 
how they do it. It simply means, people do what they believe according to their 
attitudes (Open University Malaysia, 2014). 
Pragmatism is defined as an approach that evaluates theories or beliefs in terms of 
the success of their practical application. Pragmatism is derived from the Greek word 
pragma, which means action, while according to the literal definition provided by 
Oxford Dictionaries, it is “an approach that reflects theories or beliefs in terms of the 
success of their real application” (Oxford Dictionary, 2016). According to Pansiri 
(2005), pragmatism originated from the words “practice” and “practical”. It allows 
researchers to have a philosophical and methodological middle ground using both 
qualitative and quantitative data collection and analysis methods to be used to address 
certain research questions. Pragmatism has been recognised as the foundation of 
mixed methods and it can be adopted to achieve a better and comprehensive outcome. 
Hence, the approach of pragmatism is used as the framework for the study as mixed 
methods are used to achieve a better and comprehensive understanding of the study. 
3.3 RESEARCH APPROACH: MIXED METHOD 
Research in a simple definition implies “search again” (Zikmund et al., 2013). It 
means to search a solution to a problem through a thorough analysis. It is important to 
outline the strategy or plan of methods for the purpose of a study. Methodology is 
simply defined as a strategy, plan or design that can relate the choice of methods to 
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the desired outcomes (Raddon, 2010). The methodological approach that will be 
applied in this research paper is the mixed method. Qualitative and quantitative 
approaches should not be viewed as rigid, distinct categories, opposites, or 
dichotomies. Instead, qualitative and quantitative methods represent different ends on 
a continuum (Onwuegbuzie and Collins, 2007). A study tends to be more qualitative 
than quantitative or vice versa.   
Mixed Methods. There are 3 elements of the mixed method according to Creswell 
(2003), namely Sequential, Concurrent and Transformative. It is to distinguish the 
sequence of quantitative or qualitative. In order to achieve the aims and objectives of 
this research, this study employed a mixed method approach i.e. a combination of 
both qualitative and quantitative approaches. It is understandable to unite theoretical 
and technical aspects of quantitative and qualitative research within a particular study 
and it is also considered as a third type of methodology that comes after the 
quantitative and qualitative approach (Hossain, 2012). According to Bloor and Wood 
(2006), mixed methods are used between paradigms which allows a researcher to 
extend and depend the analysis. It aims for comprehensive coverage. According to 
Mkansi and Acheampong (2012), mixed methods strive to complement each other by 
replacing the weakness and combining advantages of both methods. Moreover, the 
findings of the method can be compared, hence the acceptability of the research 
increases. The qualitative approach helps a researcher to obtain a deeper 
understanding of the issue being investigated that is the non-Shariah income of 
Islamic banks in Malaysia. In addition to that, the qualitative research being 
performed here involves a variety of methods including interviews, case studies, and 
analysis of documents, observations, personal experiences and life stories. The 
method of collecting data in this study includes interviews with Shariah advisors and 
members of the Islamic banks. It is an approach that has enabled the research 
questions to be answered in brief. For the purpose of this study, explanatory 
sequential design is adopted. This design begins by conducting a quantitative phase 
and the second qualitative follow up approach to explain further initial quantitative 
results. A mixed method combines both qualitative and quantitative approaches in a 
study (Brannen, 2005b).  
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Quantitative research. According to Byrman (2001), collecting and converting data 
into a numerical form is normally associated with Quantitative Research, so that a 
statistical calculation can be made, and conclusions can be drawn from the study. 
Quantitative research is normally linked with a positivist paradigm. For Keele (2010), 
there are four types of quantitative designs, namely descriptive, correlational, quasi-
experimental and experimental. According to Aliaga and Gunderson (1999), 
quantitative research involves extracting phenomena by collecting numerical data. In 
a quantitative methodology, all aspects of study need to be cautiously designed before 
gathering data. For instance, quantitative methods include questionnaire surveys. 
Thus, the second method used in collecting data in this study includes providing 
questionnaires to Shariah advisors and members of the Islamic Banks.  
Qualitative research. The social constructivist paradigm is normally connected and 
linked with qualitative research. It is normally used to understand the experiences and 
meanings of a respondent. Qualitative research is about recording, analysing and 
attempting to understand in detail the meaning and significance of human 
experiences. Qualitative research refers to the meanings, concepts, definitions, 
characteristics and descriptions of things. According to Byrman (2001), qualitative 
research is an approach to understand the phenomena or experiences of people in a 
particular context, in depth. However, qualitative characteristics in nature involve 
natural settings, human as instruments and purposive sampling. Quantitative research 
aims to analyse and find relationships between numbers or variables whereas 
qualitative research aims for further explanations and elaboration, which exploration 
is crucial (Bryman, 2001). 
Distinction Qualitative Quantitative 
1. Goal/Aim of research It is generally exploratory 
in nature and provides 
detailed comprehensive 
understanding of a topic. 
Focused on counting 
using statistical analysis 
and figures to explain 
what is observed  
2. Hypothesis Broad Narrow 
3. Description Whole Picture Focused 
4. Data Gathering In-depth interviews Questionnaires (Alsaawi, 
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Instruments (Denscombe, 1998), 
structured and non-
structured interviews, 
focus groups, content and 
documentary analysis 
2014) (Denscombe, 
1998), surveys, 
measurements and other 
instruments to collect 
numerical data 
5. Type of Data Form of words (interview), 
Images (video) or objects 
(artifacts) 
Table containing numbers 
and data 
6. Benefits Provide deeper 
understanding, maybe 
provide information that is 
not revealed through 
survey question 
It is very useful to study a 
group of people, provide 
precise quantity data that 
will be representative of 
the population or group 
studied. 
Table 4 Qualitative VS Quantitative 
 
Having identified the difference between the two types of research methodology, it 
should be noted that this study is mixed method in nature as it aims to measure the 
occurrence of non-Shariah compliant events in IFIs by performing questionnaires for 
the Shariah department, to identify in depth the legal and regulatory framework 
applicable to non-Shariah compliant income sources, and to examine the financial 
report of IFIs which can explain the existence of non-Shariah compliant income. A 
specific IFI will refer to their Shariah advisor who will adopt the guidelines by the 
Central Bank of Malaysia and ensure that it will be reported in the financial report. 
To conclude, both qualitative and quantitative methods are vital, and they are useful 
to answer questions which can improve the existing policy and legal framework. 
Thus, in search of a numerical answer for several research questions, the researcher 
undertook quantitative research. To grasp “why, what, when, who and how” of a 
research, qualitative research is the best option to apply in order to obtain answers 
(Purmessur and Boodhoo, 2008). Therefore, the researcher used a mixed methodology 
of both quantitative and qualitative to answer the research topic.  
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3.4 RESEARCH DESIGN: CASE STUDY 
According to Creswell (2003), a research design is a procedure for collecting, 
analysing and reporting research. Thus, it is the way to explain how a study will be 
conducted in completing the research. According to Robson (1993) research design is 
about how research is conducted. Creswell (2003), defined research design as 
research questions being put into a project being conducted.  Blaikie (2000) furthers 
explained that research designs need to answer questions which include how it will be 
studied. In simple words, what data will be collected and why? How will the data be 
collected and analysed and when it will be completed? It is very important for a 
researcher to commence the design at an initial stage, as it will guide the researcher 
throughout the process. It can be classified according to nature of the research.  
According to Creswell (2003), there are three strategies associated with mixed 
methods, namely sequential procedures, concurrent procedures and transformative 
procedures. The first strategy, sequential procedures, involves elaboration or expands 
findings of one method with another method. This may involve, initiating with 
quantitative methods where theories or concepts are tested and followed by qualitative 
methods where details are explored with a few individuals. The second strategy are 
concurrent procedures. The investigator chooses to collect both forms of data at the 
same time during the study and then interprets the overall result. The last strategy is 
the transformative procedure where the researcher uses theoretical lens, which 
provides a framework for topics of interest, methods for collecting data and outcome 
or changes received during the study. 
In this research, the first strategy or research design that has been introduced by 
Creswell was adopted to answer the research question. Questionnaire data was 
collected, and concepts tested with fellow Shariah advisors and Shariah executives of 
IFIs then followed by performing interviews to a few select candidates who were 
representative of Islamic banks in Malaysia. 
A Case Study, according to Robson (1993), may not only be done to an individual 
but can be done to a group of people or an institution, a service or on many other 
things.  Case studies explain what happens in reality. Robson (1993) further explains 
that a case study is a strategy for doing research, which involves empirical 
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investigation of a particular phenomenon within a real-life context using multiple 
sources of evidence. According to Denscombe (1998), if researchers want to have 
data which is detailed and deep, then conducting a case study approach is beneficial. 
Also, according to him a good case study constitutes a self-contained entity and 
should have fairly distinct boundaries. The notion of a case must be made clear within 
the boundary of the case to allow the researcher to see what is within the case 
(Denscombe, 1998). 
Moreover, according to Denscombe (1998), the case study enables the researcher to 
use several sources of data and various types of methods to explore the research 
question. At the same time, according to Yin (2009), case studies may assist in getting 
direct observations and to collect data in a natural setting. Hence, any findings and 
conclusions are likely to be more accurate and comprehensive. This position has 
supported the use of a case study as a research strategy for the current study. The case 
study approach is a strong approach to achieve a deeper and comprehensive 
understanding of the research domain being investigated (Morris and Wood, 1991). 
This research involves a case study particularly involving Islamic banks in Malaysia, 
which is an Islamic Financial Institution which provides services to a customer. 
3.5 RESEARCH TECHNIQUES FOR DATA COLLECTION 
There are many different types of sources for data collection. Data can be collected 
using surveys, interviews and questionnaires (Gill et al., 2008). This research is 
focussed on a Shariah governance framework where the best method in obtaining data 
is by providing questionnaires to Shariah advisors and Shariah department members. 
From the questionnaires, the researcher sought to obtain the in-depth policy used and 
procedures taken by Islamic banks in dealing with non-Shariah compliant income and 
other relevant matters that answer the research questions. Another method that was 
applied in this research was conducting interviews in person with relevant persons 
who deal with the legal and regulatory framework of Islamic banks. Finally, the last 
method used was conducting content analysis of the financial statements of the 
Islamic banks. It was important for the researcher to analyse the annual disclosure of 
non-Shariah compliant income of IFIs to obtain the number of recurrences of the 
same from year 2012 until present. The data collection was designed to be able to 
accomplish and solve the following objectives: 
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1. Examine the Shariah governance framework of Islamic banks in Malaysia; 
2. Identify the policy and regulatory framework of Islamic banks in 
Malaysia; and 
3. Analyse the financial reports and disclosure in relation to non-Shariah 
compliant income of Islamic banks in Malaysia. 
In order to achieve the above objectives, primary data was collected to explore the 
views, opinions and experiences of Shariah officers and Shariah advisors.  
Research instruments are simply devices to obtain data for your research (Wilkinson 
and Birmingham, 2003). According to Birmingham, research instruments include 
questionnaires, interviews, content analysis, focus group, observation and video 
analysis (Wilkinson and Birmingham, 2003).  According to the nature and focus of 
this study, the most appropriate methods applicable were semi-structured 
questionnaires, semi- structured interviews and content analysis. It was aimed to 
provide questionnaires to the staff and executives of IFIs and to conduct interviews 
with relevant Shariah advisors of selected IFIs in Malaysia. Mixed methods are 
usually used in investigating educational assessments where questionnaire and 
interviews are often used (Harris and Brown, 2010). Participants are likely to respond 
in different ways according to their experiences in view of the interview context 
(Harris and Brown, 2010). Furthermore, the selection of this method was justified 
because most of the vital data was collected directly from people who were directly 
involved in Shariah and advised for Islamic banks and whom may have similar or 
different experiences for different institutions. 
 
3.5.1 THE DEVELOPMENT OF SEMI STRUCTURED QUESTIONNAIRES AND 
INTERVIEWS 
The development of the questionnaires requires in-depth understanding and extensive 
analysis of existing regulatory requirements and guidelines issued by the central bank 
of Malaysia, BNM or other relevant authorities in order to maintain the originality 
and practicality of the questions. Questionnaires may be conducted in two ways, 
namely structured questionnaires and semi-structured questionnaires. According to 
(Phellas, Bloch and Seale, 2011), questions which have been prepared in advance 
make structured questionnaires and participants respond with prompt answers by 
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selecting the best answer that has been already been provided. On the other hand, 
semi-structured questionnaires include a combination of closed and open questions. In 
this case, there are questions provided in advance, however, a respondent may give 
their own opinion in a given space. They are commonly used in research where there 
is a demand to achieve diversity of responses from different group of respondents. For 
the purpose of this study, a semi-structured questionnaire approach has been chosen to 
develop an in-depth understanding from the study. Questions were divided into 
sections relevant to the research questions. Some questions were provided with 
answers and some questions were provided with a comments box. For the purpose of 
this study, questionnaires were given out using Survey Monkey to various Islamic 
banks in Malaysia. A total of 50 links were given through emails to selected Shariah 
officers in Shariah department of the banks. 
In addition to that, semi-structured interviews that were also called in-depth 
interviews or conversations with purpose, were performed in this study. The 
interviews were a mix between two types of structured and unstructured interviews. In 
a semi-structured interview, an interviewer allows an interviewee to respond in 
different paths. This type of interview is said to be the best method of gathering 
intensive qualitative information. (Rubin and Rubin, 2011) suggests that in-depth 
interviews are especially useful in answering questions. 
 Characteristics of semi-structured interviews are as follows: - 
(a) A respondent and interviewer engage in a formal interview.  
(b) Normally, the interviewer prepares a set of questions and topics that need to be 
covered during the interview and along the way, adds questions to suit the situation.  
(c) In the event an interviewee strays from the original topic, the interviewer assists 
the interviewee to take the latter back to the topic. However, the interviewer may still 
take notes on matters which are relevant to the questions asked.  
 *Recording an interview. According to (Rubin and Rubin, 2011), the most common 
method in recording interview data is using audio recorders or video cameras or even 
by taking notes. The use of digital recorders is effective and easy, as it contributes to a 
more relaxed atmosphere. Furthermore, an interviewer is freed from the distraction of 
note taking.  
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*Ethical duties. (Polit and Hungler, 1992) defined confidentiality as protecting a 
respondent and their identities should not be disclosed to the public. All participants 
are entitled to privacy and confidentiality. All information given by a respondent 
should not be disclosed unless specific consent has been given by a respondent.  
Based on the research formulated in this study, the researcher generated fifty-eight 
questions which were categorised into four sections of the focused research 
objectives. Most of the questions were designed to be closed ended to so the 
interviewees could answer specifically within four structured answers, which were: 
Strongly Agree, Agree, Disagree and Strongly disagree. These four options for the 
answers did not give room for the interviewees to be neutral and helped the questions 
to be answered accurately. Only a few of the questions were given in an opened-
ended structure, as this type of question was useful in obtaining unbiased feedback, 
because the interviewees could provide and respond with their own opinions without 
restriction. This also allowed the researcher to explore new areas that went beyond 
her limited knowledge. 
The following table describes the linkage between the Questionnaires, Sections and 
Research Objectives. 
Research Objectives Sections Questionnaires 
To explore the Shariah 
governance framework of 
IFIs. In attaining the 
objective, the following sub-
objectives were developed: 
a. To understand the 
importance of Shariah 
standards and principles in 
Islamic finance. 
b. To determine the 
roles and responsibilities of 
Shariah advisers in IFIs. 
Understanding of 
Islamic Finance. 
 
 
 
Questions related to training, 
education and working 
experience of the 
respondents in relation to 
Islamic banking exposure 
which were; 
Question no.7, Question no 8 
and Question no 10. 
Shariah Governance 
Framework of Islamic 
banks. 
Questions related to the roles 
of Shariah Committee, 
Shariah compliance and 
monitoring the process of the 
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c. To explore the 
Shariah governance issued 
by relevant international 
Islamic standard setting 
bodies such as AAOIFI and 
IFSB. 
d. To assess the 
relevant Shariah governance 
issued by other financial 
regulators. 
Islamic banks which were; 
Question no.18, Question no 
19 and Question no 37. 
To examine regulatory 
framework in governing 
non-Shariah compliant 
income in the Islamic 
banking industry. The 
following sub-objectives 
were developed: 
a. To understand the 
issues of non-Shariah 
compliant events in IFIs. 
b. To discuss the nature 
of non-Shariah compliant 
events. 
c. To identify the 
existence of Shariah 
compliant events and income 
in IFIs. 
d. To explore the 
relevant laws and legal 
regulatory framework 
governing non-Shariah 
Legal regulatory 
framework governing 
non-Shariah compliant 
income. 
Questions related to the 
existence of non-Shariah 
compliant events, 
compliance with AML acts 
and other applicable legal 
regulatory requirements 
governing the Islamic banks 
in channelling illegitimate 
funds which were; 
Question no.10, Question 
no.12, Question no.15, 
Question no.17, from 
question no.24 until no.29, 
from question no.53 until 
no.63, Question no.39 and 
Question no.40. 
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compliant income for IFIs in 
Malaysia. 
e. To explore the 
relevant guidelines in 
relation to non-Shariah 
compliant income issued by 
financial regulators other 
than Malaysia. 
f. To assess the Anti 
Money laundering and 
Counter Financing 
Terrorism policy and its 
relevancy with channelling 
funds to charitable bodies. 
To observe and identify the 
financial disclosure and 
treatment of non-Shariah 
compliant income by IFIs. 
The sub-objectives are as 
follows: 
a. To review the annual 
report of IFIs regarding 
disclosure of non-Shariah 
income. 
b. To assess the Shariah 
Committee Report 
pertaining to non-Shariah 
compliant events that 
occurred in IFIs. 
c. To identify the 
amount of non-Shariah 
Purification of non-
Shariah compliant 
income and its 
disclosure in the 
annual report of an 
Islamic bank. 
Questions related to the 
treatment, disclosure and 
reporting of non-Shariah 
compliant events which 
were; 
Question no.38, question 
no.13, and no.14, question 
no.16, from question no.20 
until no.23, from question 
no.30 until question no.36 
and from question no.41 until 
no.52.  
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compliant income disclosed 
by IFIs in Malaysia. 
d. To determine the 
recipients of non-Shariah 
income purified by IFIs. 
e. To assess the 
screening procedures within 
IFIs to identify if a 
charitable body that has a 
relationship with terrorism 
activities. 
f. To test the 
relationship between IFI 
revenues and non-Shariah 
compliant income through 
relevant ratios. 
Table 5 Linkage between the Questionnaires, Sections and Research Objectives 
3.5.2 DOCUMENT REVIEW: UNOBTRUSIVE MEASURES 
The triangulation of data analysis is vital for the purpose of this study.  The researcher 
aims to triangulate data from questionnaires, interviews and document review to form 
research findings. Evaluating and reviewing documents is a systematic procedure for 
a document review. Annual reports of Islamic banks available online for the public 
are gathered through unobtrusive methods of data collection. A document review 
originates from a primary source that does not involve people. According to Bryman 
(2001), annual reports, financial statements, and websites that are derived from 
official statistics refer to unobtrusive methods. This method of study is adopted as the 
data is recognised as descriptive data that cannot be collected from interview and 
questionnaires. It is important to examine the frequency of non-Shariah compliant 
occurrences including the amount of non-Shariah compliance to examine the level of 
disclousure and transparency of Shariah governance through official documents 
published by Islamic banks in Malaysia. Both annual reports and financial statements 
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were downloaded from the website and if in any case it couldnt be obtained from the 
internet, the researcher requested the document from respective Islamic banks to 
further support and justify the research findings.  
3.6 SAMPLING 
A sample is a subset of a population. A sample is defined as a small proportion from a 
population to determine truth about a population. A population was defined by 
(Sekaran and Bougie, 2016), which referred to group of people or things of interest 
that the researcher chose to explore. Sampling is determined at this stage so that the 
researcher will be able to draw a conclusion that represents the population of interest. 
Sampling is the process of determining the right individual from the population. The 
purpose and reason for sampling is, it would be practically impossible to collect data 
from an entire population. Even if it is possible, it will cost in terms of human 
resource, time and money. In fact, determined sampling will generate a reliable result. 
By determining a sample, the objectives of the study are met. Initially, a researcher 
needs to find issues and review literature or previous studies of the case. Then, the 
research question is formulated where the research design is then considered 
(Bryman, 2001). Sampling is vital where comprehensive understanding will easily be 
achieved (Creswell, 2003). In this research, questionnaires were distributed to a group 
of Islamic bank executives of IFIs in Malaysia. The minimum sample size should be 
30% of a population (Sekaran and Bougie, 2016). In this research, there were sixteen 
licensed Islamic banks in Malaysia, hence a minimum sample size of five IFIs was 
chosen. However, the questionnaires were circulated through Survey Monkey links to 
others IFIs in Malaysia as well, to obtain a sample of how other banks regulated the 
subject matter as well.  
No Islamic Financial Institutions 
1 CIMB Islamic Bank Berhad 
2 Maybank Islamic Berhad 
3 RHB Islamic Bank Berhad 
4 Hong Leong Islamic Bank Berhad 
5 Standard Chartered Sadiq Berhad 
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Table 6 Sample of Islamic Financial Institutions in Malaysia 
Sample size, the respondents. There were sixteen local and foreign banks registered 
and operating as Islamic banks in Malaysia including Bank Islam Malaysia Berhad, 
Bank Muamalat Malaysia Berhad, Maybank Islamic Berhad, AmIslamic Bank 
Berhad, CIMB Islamic Bank Berhad, HSBC Amanah Malaysia Berhad, Standard 
Chartered Sadiq Berhad, Al-Rajhi Banking & Investment Corporation (Malaysia) 
Berhad and Kuwait Finance House (Malaysia) (Aris et al., 2013). However, for the 
purpose of this study, only five Islamic banks were added as reference sites and 
considered as representatives of the industry. The five Islamic banks were CIMB 
Islamic, Maybank Islamic, RHB Islamic, Hong Leong Islamic and Standard Chartered 
Bank Malaysia. These five Islamic banks have been chosen as representatives of the 
industry as they were the leading Islamic banks in the industry in terms of their 
market share. 
No Banks Ownership 
1 Affin Islamic Bank Berhad Local 
2 Alliance Islamic Bank Berhad Local 
3 AmIslamic Bank Berhad Local 
4 Bank Islam Malaysia Berhad Local 
5 Bank Muamalat Malaysia Berhad Local 
6 CIMB Islamic Bank Berhad Local 
7 Hong Leong Islamic Bank Berhad Local 
8 Maybank Islamic Berhad Local 
9 Public Islamic Bank Berhad Local 
10 RHB Islamic Bank Berhad Local 
11 AlRajhi Banking & Investment Corporation 
(Malaysia) Berhad 
Foreign 
12 Asian Finance Band Berhad Foreign 
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13 HSBC Amanah Malaysia Berhad Foreign 
14 Kuwait Finance House (Malaysia) Berhad Foreign 
15 OCBC Al-Amin Bank Berhad Foreign 
16 Standard Chartered Sadiq Berhad Foreign 
Table 7 List of licensed Islamic Banking Institutions in Malaysia 
Population 
 
Figure 2 Sample Population of the Respondents 
A population is defined as a group of people or institutions that are cumulative of all 
cases that conform to some designated set of specifications (Gillham, 2007). For 
instance, in this study, Shariah advisors, Shariah executives and the Shariah 
committees were the group of people representing the IFIs. For sampling purposes, 
five Islamic banks in Malaysia were chosen. Fifty people represented each institution 
for the purpose of this study. These 50 people were provided with questionnaires and 
only three of the Shariah advisors of each bank were interviewed. In summary, 15 
Shariah advisors, Shariah executives or managers of the department were interviewed 
for the purpose of the qualitative method. 
List of Respondent
Shariah Officers
Regulators
Shariah AdvisoryCommittee
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3.7 CONDUCTING A PILOT STUDY 
The Concise Oxford Thesaurus defines a pilot study as an experimental, exploratory, 
test, preliminary, trial or try out investigation. According to (Van Teijlingen et 
al.,2001), a pilot study is performed to reduce problems that may arise before 
producing a final draft. Pre-testing questions to a small sample before starting with 
real data collection is a normal practice done by most researchers. In order to ensure 
that a question is sound and effective, the question needs to be tested in advance. It is 
important for the researcher to provide questions that will answer the research 
question and thus a pre-test is equally important to ensure all of the above. Before the 
final data collection is performed, questionnaires must be designed and then tested for 
several times to ensure effectiveness (Openheim, 1992).  
A pilot study was conducted from 1st July 2015 till 30th September 2015. The task 
included testing the interview questions and reaching out for potential respondents. 
The pilot study was piloted to 10 respondents who were working as Shariah advisors 
and Shariah executives in the five chosen Islamic banks. 
Amendments were made following the pilot test to ensure that the final questionnaire 
was easily understood. Respondents gave valuable feedback during the pilot test. 
Their comments and opinions were recorded, and it helped to strengthen the final 
questionnaire before the final data collection was done. 
Before the pilot test was performed, the initial draft of the questionnaire was corrected 
accordingly. It was to ensure the aims and objectives of the questionnaires were 
achieved successfully.  
3.7.1 OBJECTIVES OF A PILOT STUDY 
According to (Lancaster et al., 2002) it is important for a researcher to conduct a pilot 
study to ensure smoothness in collecting data. Before the final data collection is 
performed, it is equally important to test the practicability of the questionnaires. At 
the same time, when pre-testing the questionnaires it is the most suitable time to 
identify potential respondents for the study. Once the question has been tested, it is 
the duty of the researcher to analyse the feedback and responses obtained from it. 
Finally, the researcher needs to review the list of questions provided to suit specific 
respondents according to their expertise. For the purpose of this research, the pilot 
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study was conducted with various Shariah officers and Shariah advisors who are 
currently working with IFIs in Malaysia. 
 
3.7.2 MODUS OPERANDI AND FINDINGS OF PILOT STUDY 
According to (Teijlingen and Hundley, 2002), the most crucial reason behind 
conducting a pilot study is to see whether a respondent is able to understand the 
question, hence providing appropriate answers. A pilot test is to see whether the 
question has any problem relating to the wording used, instructions and presentation. 
Before finalising the questionnaire for the data collection proposed, the researcher 
must amend the questionnaire accordingly. According to (Hassan et al., 2006), it is 
important to conduct pre-tests on a questionnaire, as it can help a researcher seek 
potential respondents. In conducting the pilot study for this research, the researcher 
identified potential interviewees for the purpose of this study. The pilot study 
collected data from a very small sample of ten interviewees. This included Dr 
Mahbubi Mohammad Ali, a Shariah Committee member of Affin Islamic Bank 
Berhad and nine other Shariah officers from various IFIs in Malaysia. All the 
feedback received during the pilot study was incorporated in the survey 
questionnaires as following: 
(i) Providing translation for an Arabic term of Gharamah in Section 4 of the 
questionnaires. 
(ii) To include several incidents of non-Shariah compliant transactions, as 
outlined in Section 6 of the questionnaires. 
(iii) To provide four-point Likert-scale type of questionnaires to deter fence sitters 
or neutral opinions in Section 1, 2, 3, 4 and 5 of the thesis. 
The pilot study also helped to identify the potential and appropriate respondents for 
the questionnaire survey, as the total number of IFIs in Malaysia was relatively small, 
which was about 16. Hence, the finalised survey was easily distributed to respective 
Shariah officers via email. The objective was to get as many responses as possible 
from the Shariah officers, who are mostly occupied with their workloads. The self-
administered questionnaire was developed through a web provider i.e. Survey 
Monkey, to manage and analyse the data obtained from the respondents, as all the 
respondents anticipated were computer literate.  
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 3.7.3 PRE-TESTING QUESTIONNAIRES 
According to Czaja (1998), pre-testing is generally defined as testing a set of 
questions with several people. It is necessary to ensure problems are reduced and to 
see whether the questions are easily understood. The questionnaire was 
comprehensive, consisting of 50 questions, covering a wide range of issues aiming to 
gauge respondent attitudes towards non-Shariah compliance in Islamic banks. The 
questionnaire covered six pages and was divided into four sections (see Appendix for 
a sample of the questionnaire used in this study). Regarding the confidentiality of the 
respondents participating in the study, all information provided must be used for the 
purposed of the study only. To encourage them to participate and respond to the 
questionnaire, the anonymity of the respondents must be guaranteed unless the 
respondent stated otherwise. 
3.7.4 THE ANALYSIS OF DATA 
Once data has been collected, it needs to be analysed to obtain findings for the 
research questions. Data analysis is a process whereby the researcher interprets, 
transforms and remodels the data in order to reach a conclusion towards the research 
question. It enables the researcher to structure the findings. It is imperative to consider 
how the data is analysed. This section explains on how each type of data is analysed. 
3.7.4.1 ANALYSIS OF QUESTIONNAIRES 
Univariate analysis and bivariate analysis. 
According to (Cohen et al., 2002), the process of data analysis involves organising 
and preparing data, reading through the data and making a conclusion from it. In 
order to ensure all the findings were accurate, valid and reliable, the researcher 
needed to carry out a check on the responses and feedback. For the purpose of this 
study, the study adopted both univariate and bivariate analysis. According to (Blaikie, 
2000) for univariate data, the basic format is to report all individual cases by listing 
the attribute for each case using the variable in question. In this study, the researcher 
explained each variable and at the same time, compared the variable to conclude a 
bivariate analysis. At the same time, the researcher triangulated the data from 
questionnaires with the data from the interview analysis to comprehend each, in the 
findings. 
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3.7.4.2 ANALYSIS OF THE INTERVIEWS 
The main method of analysing interview data is by recording, transcribing and 
organising it.  For the purpose of this study, the researcher had the opportunity to 
interview directly and interview via skype. Both interview types were recorded using 
a smartphone. Each interview was held for 30 to 40 minutes at most. Transcriptions of 
the interviews were made manually to better understand the content by each 
interviewee. Seidman (2006) also opined that every word spoken by an interviewee 
describes their own story, opinion, knowledge and experience. There are 3 types of 
interview analysis according to (Konold and Well, 1981), namely (1) interpretative 
analysis; (2) descriptive analysis; (3) coded analysis. In this research, descriptive 
analysis was applied to analyse the interview data to further understand certain issues. 
Descriptive analysis is where a researcher is interested to maintain a statement made 
by an interviewee and does not want to change the data and for the data to remain as it 
is. 
3.7.4.3 DOCUMENT REVIEW- CONTENT ANALYSIS 
The third method involved content analysis of the relevant financial reports of the 
Islamic banks. Content analysis is a research method which uses a set of formula to 
make effective inferences from the text (Weber, 1990). According to Elo and Kyngas 
(2008), content analysis is a method for the analysis of written, verbal or visual 
communication messages and was first used to analyse newspaper and magazine 
articles. At the same time, content analysis is also known as a method for the analysis 
of data in documents which allowed the researcher to explore theoretical issues to 
improve understanding of the data. According to Hsieh and Shannon (2005), the 
textual data might be in form of printed media, electronic reports or articles, books or 
manuals. This methodology for the analysis of financial reports was used in this 
research to measure the disclosure of non-Shariah compliant income in Islamic banks 
in the cases of Malaysia. Interviews were conducted to understand the policy and 
procedures in relation to non-Shariah compliant income within Islamic banks of both 
countries. In addition, this study provided questionnaires to examine the basic 
understanding of the staff and management of the banks regarding non-Shariah 
compliant concepts, events and income.  
The content analysis focused on the Comparative Financial Statement as these were 
vital across sectional analysis tools. There were four basic ratios namely liquidity, 
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leverage, profitability and turnover which were applied for comparative purposes. The 
figures for comparison were obtained and calculated from the financial statement of 
the individual bank every year. Financial statements were used to evaluate the 
financial performance and position of a company. Proper analysis of a financial 
statement helps to obtain useful financial information, which can be used for future 
economic decision making.  
The source of the information used for this analysis is extracted from the published 
audited annual reports of the IFIs which have been listed at the Main Market and 
made available publicly online at Bursa Malaysia’s official website link i.e. 
http://www.bursamalaysia.com/ (List Companies). Bursa Malaysia is a publicly 
traded government linked company that facilitates and regulates the Malaysian capital 
market to ensure a fair and orderly securities and derivatives market traded available 
under its purview. In addition to that, the regulatory functions of the Exchange are 
carried out by the Regulation Functional Group and headed by the appointed Chief 
Regulatory Officer. Hence this makes the information obtained is trustable and 
reliable to be the only main reference by the Malaysia’s law for stakeholders as well 
as the public investors not only in Malaysia but foreign countries to collate valid 
information before making any investment or business decision. The data collected is 
transcribed unalterably to the documents based on the extracted information required 
by the applicable laws and guideline. It is also approved under section 15 of the 
Capital Markets and Services Act 2007 that the information of public listed 
companies that made available by BURSA Malaysia is considered as primary data. 
Although there were many different ratios, the researcher chose the following ratios in 
order to study the relationship between non-Shariah compliant income and revenue of 
the bank:  
• The Inter Bank Comparison of non-Shariah Compliant Index 
In this section, an analysis of financial performances of the companies over three 
(3) consecutive years was done. An intra bank comparison was analysed by 
selecting five (5) different financial statements and ratios for the period of 2012 to 
2014. Time series analysis of the income statements, balance sheets and financial 
ratios was featured under the intra bank comparison.  
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In the context of this research study, the content analysis analysed non-financial 
disclosure, particularly the Shariah Committee report. This method enabled the 
researcher to identify non-Shariah compliant income disclosed financially in the 
annual report of Islamic banks. In analysing the data, the researcher collected three 
consecutive years of financial statements of five Islamic banks in Malaysia and 
applied a comparative analysis between those Islamic banks.  
3.7.5 THE DICHOTOMOUS APPROACH IN DEVELOPING NON-SHARIAH 
COMPLIANT INDEX 
Usually, there are two approaches in developing an index which are unweighted or 
weighted Dichotomous and Partial Compliance. The dichotomous method was 
proposed by (Cooke, 1989) when studying the disclosure of corporate annual reports 
of Swedish companies as follows; 
              ∑dmi  
ODI = _________ 
   ∑dni 
Where, d = 1 if the required information is disclosed and 0 if not 
 m = Number of items disclosed 
 n = Maximum of required information which is expected to be disclosed 
For example, if a company disclosed 1 item out of 3 for section A, 2 items out of 5 for 
section B and 3 items out of 6 for section C. Under the Dichotomous approach,  
ODI = 6/14 = 0.429 = 42.9% 
The Partial Compliance approach was developed at later date as an alternative to the 
Dichotomous approach to avoid unintentionally giving more weight to the standard 
with a large number of required disclosure items (AI-Shiab, 2003). The formula can 
be referred as below; 
              ∑xi 
PCJ= _________ 
   RJ 
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Where, PCJ = Total compliance score for each company 
xi = The level of compliance for each section 
  i = 1 
  RJ = Total number of required standards for each company to disclose 
For example, if a company disclosed 1 item out of 3 for section A, 2 items out of 5 for 
section B and 3 items out of 6 for section C. Under the Dichotomous approach,  
ODI = (1/3 + 2/5 + 3/6) / 3 = 0.411 = 41.1% 
By using the Dichotomous method, IFIs that do not disclose any information 
unrelated to their company will not be panelised (Abdullah and Minhat, 2013). This 
method also provides equal weight to all disclosures that meet the requirements 
(Rajhi, 2014). However, there is a bias in using the Dichotomous method due to 
inaccuracies in the formula applied compared to the Partial Compliance method, due 
to the size of the companies that tend to disclose more (Hasan and Hossain, 2012). 
The unweighted Dichotomous method was applied and the findings will be discussed 
 100 
further in Chapter 6 of the thesis. 
3.8 CHAPTER CONCLUSION 
In conclusion, the aims of this study were to provide an analysis of the Shariah 
governance framework of IFIs; roles of Shariah advisory board; legal regulations by 
the Central Bank of Malaysia and develop a benchmark policy to deal with non-
Shariah income that would be applicable to IFIs in Malaysia by addressing three 
research questions designed earlier. Apart from that, this study encouraged in-depth 
research specifically on legal and non-Shariah compliant issues in other Islamic 
finance sectors, such as Takaful and Islamic wealth planning. The theory identified 
earlier in this study is that, every IFI in Malaysia might have a different set of 
approaches, policies and standards in dealing with non-Shariah compliant income of 
the IFIs. In exploring the literature review, various articles were studied to discover 
the similarities that IFIs adopted. However, the literature review itself was not 
sufficient to answer the research questions. Thus, the research design (sequential 
strategy) was developed to provide adequate methods to answer the research 
questions. For purpose of the study, a mixed method approach was adopted using a 
sequential design strategy. Quantitative or questionnaire data was collected and based 
from the data collected. Moreover, qualitative or interview sessions were held with 
representatives of the chosen IFIs. A document review was then analysed using a 
content analysis method by looking into annual reports of IFIs and triangulating all 
the data to form the best findings for the study. Lastly, the research further 
contributed to the development of a holistic legal framework governing Shariah 
matters within the banking industry. 
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CHAPTER FOUR 
“Seek knowledge from the cradle to the grave” 
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CHAPTER 4: SURVEY ON NON-SHARIAH COMPLIANT EVENTS AMONG 
THE SHARIAH OFFICERS OF ISLAMIC FINANCIAL INSTITUTIONS IN 
MALAYSIA 
 
4.1 INTRODUCTION 
In summary, this chapter is the most crucial in doing the research study. After 
developing research questions and expanding the literature review, conceptual 
framework and methodology as outlined in the Chapter one, two and three, a survey 
was conducted among the selected IFIs in Malaysia as part of the quantitative 
approach. With more effort and time spent, a pre-liminary survey was initiated by 
conducting a pilot study to obtain and identify feedback from ten respondents on the 
questionnaires and the objectives to achieve. The questionnaires were finalised and 
divided into the following sections: 
• Understanding of Islamic Finance 
• Shariah Governance of Islamic Bank 
• Legal Regulatory Framework governing non-Shariah Compliance of Islamic 
banks in Malaysia 
• Disclosure of Non-Shariah Compliant Income in the Annual Report of Islamic 
banks 
• Purification of Non-Shariah Compliant Income 
• Existence of non-Shariah compliant income in the Islamic Banks 
Subsequently, this chapter discusses the descriptive analysis in detail and the 
characteristics of Shariah officers who answered the questionnaire surveys. A Shariah 
officer is the one who is employed by the IFIs to deal with daily operations of the 
banks either under Shariah risk or Shariah review or Shariah research or a Shariah 
audit officer. An understanding of the characteristics of Shariah officers is vital to 
ensure the comprehensiveness of the responses received from each respondent, as this 
study will show the effectiveness of the legal structures and regulations in relation to 
non-Shariah compliant income in IFIs in Malaysia.  
Moreover, the chapter will specifically examine the findings based on the analysis of 
the survey conducted among Shariah officers which subsequently addresses the three 
research questions discussed in the Chapter 1 of this thesis. Last but not least, the 
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chapter conclusion summarises the overall findings and identifies gaps from the 
analysis of the questionnaire survey. 
4.1.1 PROFILE ANALYSIS OF THE SHARIAH OFFICER AND GENDER. 
This section presents the demographic characteristics of the Shariah officers as the 
respondents to the survey. A total of 38 answers were collected from 40 
questionnaires distributed to various Shariah officers of IFIs in Malaysia. This section 
will describe the characteristics of the respondents, such as the gender, age, employer, 
department, marital status, educational qualification, working experience, monthly 
income, and training attended by the respondent. As reported in the table, most of the 
respondents (68.42%), were male whilst the female respondents were about 31.58%. 
Thus, it was concluded that Shariah officers of Islamic banks were normally male 
dominated.  However, there were also 31.58% of female officers, which indicated that 
to be a Shariah officer, there were no such requirements to be male or female. 
Gender 
Answer Options Response Percent Response Count 
Male 68.42% 26 
Female 31.58% 12 
Answered question 38 
Skipped question 0 
Table 8 Analysis of Shariah Officer by Gender 
4.1.2 PROFILE ANALYSIS OF SHARIAH OFFICERS BY AGE 
A majority of the respondents were aged between 30-40 years old (73.68%), followed 
by respondents from the category of 20-30 years old (15.79%) and a small number of 
40-50 years old (10.53%). It was found that experience was equally important to 
become a Shariah officer. However, there was no indication to qualify as a Shariah 
officer, one must possess a greater age. A total of 10.53% of the respondents were 
knowledgeable, trained and experienced Shariah officers, as they were not only an 
officer but also an educator. Their knowledge evolved as more training was attended 
and more experience was gained. 
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Age 
Answer Options Response Percent Response Count 
20 – 30 years 15.79% 6 
30 – 40 years 73.68% 28 
40 – 50 years 10.53% 4 
Answered question 38 
Skipped question 0 
Table 9 Analysis of Shariah Officers by Age 
4.1.3 PROFILE ANALYSIS OF SHARIAH OFFICERS BY EDUCATIONAL 
QUALIFICATIONS 
The distribution of the respondents based on their academic qualification was, at least 
40% held a bachelor’s degree, and the majority of the respondents were postgraduate 
(master or PhD) holders (47.37%), while at least 7.89% held a professional 
qualification. This indicated that proper and strict requirements needed to be fulfilled 
in order to serve as a Shariah officer. Most postgraduate holders from the respondents 
were above 30 years of age.  
Educational Qualification 
Answer Options Response Percent Response Count 
Bachelor (First Degree) 44.74% 14 
Professional Qualification 7.89% 3 
Postgraduate (Master or PhD) 47.37% 12 
Others 0.00% 0 
Answered question 38 
Skipped question 0 
Table 10 Analysis of Shariah Officers by Educational Qualification 
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4.1.4 PROFILE ANALYSIS OF SHARIAH OFFICERS ON THE ENHANCEMENT 
PROGRAMME 
The respondents were also asked whether they attended enhancement programmes 
where most IFIs allocated specific budgets as advised by the Central Bank of 
Malaysia. From the survey, 100% of them attended Shariah issues related to Islamic 
banking products. On the other hand, 73.66% of them attended the Anti-money 
laundering and anti-terrorism financing programme, 47.37% of them attended 
conventional banking products and 31.58% attended other programmes. The IFIs 
should allocate a proper budget for upgrading the knowledge of Shariah officers via 
enhancement programmes through Shariah conferences, seminars or training.  
Employer/ Islamic Financial Institution in Malaysia 
Answer Options Response Percent Response Count 
Shariah Issues related to Islamic 
banking products 
100% 38 
Anti-Money Laundering and Anti-
Terrorism Financing 
73.66% 28 
Conventional Banking Products 47.37% 18 
Other(s): - 
• (1) Shariah Leadership in 
Islamic Finance 
• (2) Legal Documentation in 
Islamic Banking Product 
• (3) Sukuk 
• (4) Shariah Documentation 
• (5) Islamic Products, Shariah 
Review and Audit Issues in 
Islamic Products 
• (6) Shariah Audit Training 
• (7) Strategic Management  
 
31.58% 
 
12 
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Answered question 38 
Skipped question 0 
Table 11 Analysis of Shariah officers on enhancement programme 
 
4.2 UNDERSTANDING OF ISLAMIC FINANCE  
This sub-section attempts to examine the first research question, namely, how does 
the Shariah Advisory Council for IFIs in Malaysia ensure their activities follow 
Islamic Finance and how can non- Shariah compliant events be reported to 
authorities. The study identified six questions to explore their understanding on 
Islamic banking and non-Shariah compliant events which occurred in its daily 
operations.  
Table 12.0: Understanding of Group of Respondents Towards Islamic Banking 
Operations 
Questionnaires (Q12- Q17) Percentage 
Strongly 
Agree 
Agree Strongly 
Disagree 
Disagree 
Q12. The Islamic bank is understood 
as a banking system that must be fully 
compliant with Shariah law even 
though in some cases occurrence of 
non-Shariah compliant events is 
sometimes unavoidable. 
Answered Question: 38 
Skipped: 0 
71.88% 25% 0% 0% 
Others (3.14%) 
Non-Shariah compliant event should be 
avoided. 
Q13. Non-Shariah compliant event 
that results in income cannot be 
regarded as income to the bank, 
differs to conventional banking. 
63.16% 21.05% 0% 0% 
Others (15.79%) 
Six respondents commented that the 
occurrence of some Shariah Non-
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Answered Question: 38 
Skipped: 0 
Compliance does not have a financial 
impact, such as operational issues rather than 
Shariah issues that can be fixed.  
 
Q14. All tainted income should be 
purified as advised by their SAC 
Answered Question: 38 
Skipped: 0 
89.47% 7.89% 0% 0% 
Others (2.63%) 
One respondent commented that the SAC 
will approve the purified amount and the 
Bank will decide where to channel the fund 
as it is not the Shariah Committee’s 
responsibility to advise where the money 
should be spent. 
 
Q15. IFIs product is deemed to be 
Shariah compliant from early aqad 
(contract) 
Answered Question: 38 
Skipped: 0 
78.95% 13.16% 0% 0% 
Others (7.89%) 
Three respondents commented that the IFI 
products are deemed to be Shariah compliant 
in the whole process which includes 
marketing collateral, documentation and all 
other aspects of the product offering. 
 
Q16. All non-Shariah compliant 
income will be channelled to charities, 
as ruled by their SAC. 
Answered Question: 38 
Skipped: 0 
60.53% 26.32% 0% 2.63% 
Others (10.53%) 
Two respondents commented that non-
Shariah compliant income may also be 
refunded to its original owner according to 
the nature of the event. 
While two other respondents disagreed on 
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the purpose of channelling to charities to 
enhance social life but rather the wisdom or 
the way the money can be spent in the name 
of God. 
 
 
Q17. IFIs duplicate conventional 
systems and simply make it in 
accordance with Shariah law 
Answered Question: 38 
Skipped: 0 
7.89% 26.32% 23.68% 26.32% 
Others (15.79%) 
Six respondents commented differently as 
the following; 
- An Islamic product is not just about 
eliminating the prohibited element 
but all Shariah requirements of each 
contract should be observed. 
- It is not a simple duplicate, but we 
look at the best practices to 
harmonize the operations of the bank. 
But the Shariah concerns must come 
first in ensure the products are in line 
with Shariah requirements. 
- In our current framework and social 
and business needs, yes, it is. 
- May agree, but to a certain extent 
only. I believe in the future; Islamic 
finance would have its own pure 
products and services. 
- It is more than that. 
- To some extent agreeable 
Table 12 Understanding of Group of Respondents Towards Islamic Banking 
Operations 
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Table 12.0 illustrates the overall perceptions of respondents towards basic principle of 
Islamic finance, non-Shariah compliant events and incomes, and the function of the 
Shariah committee. Of the responses, 100% of respondents had a great understanding 
of basic Islamic banking concepts, where all its operations must comply with Shariah 
law. Furthermore, around 84% of respondents believed that all non-Shariah income 
must not be recognised as income for the IFIs and 96% of respondents agreed that all 
its tainted income must be purified according to the pronouncement issued by their 
respective Shariah advisors. This research study empirically shows that all the Shariah 
officers have the same perspective and understanding that the major difference 
between an Islamic bank and its conventional counterpart lies on its main principle, 
which is Shariah principle. This is very vital to demonstrate that Shariah officers 
working with the IFIs in Malaysia are able to understand the sources of Shariah is Al-
Quran and As-Sunnah (Gait and Worthington, 2007) and identify the compliance with 
Shariah principles as an ultimate objective (Kasim et al.,2013). 
Table 13.0 Cross-tabulation of group respondents – Relationship between the 
Understanding of Islamic Banks and Non-Shariah Income 
Sum of Respondents Unlike Conventional banks, non-Shariah compliant 
events occurred will result in non-Shariah compliant 
income, where the income cannot be regarded as an 
income received by Islamic banks. 
An Islamic bank is 
understood as a banking 
system that must be fully 
compliant with Shariah 
law, even though in some 
cases occurrence of non-
Shariah compliant events 
is sometimes 
unavoidable. 
Agree  Other 
(please 
specify) 
Strongly 
Agree  
Grand 
Total 
Agree  5.26% 2.63% 21.05% 28.95% 
Other (please specify) 0.00% 0.00% 2.63% 2.63% 
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Strongly Agree  15.79% 13.16% 39.47% 68.42% 
Grand Total 21.05% 15.79% 63.16% 100.00% 
Table 13 Cross-tabulation of group respondents – Relationship between 
Understanding of Islamic Banks and Non-Shariah Income 
Subsequently, the present research empirically assesses the understanding of Shariah 
officers on the occurrences of non-Shariah compliant income and conventional 
banking system in Malaysia as discussed in the previous studies (Ali et al.,2013; 
Shaik Mohammed et al.,2017; Md Hashim, A. and Habib, F.,2016; Zulhibri, 2012; 
Hanif, 2011).  
According to Table 13.0, the majority of respondents (39.47%) showed high 
confidence that non-Shariah compliant events might occur in the operations of IFIs 
and any income generated from the illegitimate transactions cannot be recognised as 
income for the Islamic banks. This finding also implies that none of the respondents 
rejected the concept of non-occurrence of non-Shariah compliant events within the 
framework of Islamic finance. 
In addition to that, the analysis from Table 14.0 shows that most respondents (50%) 
who attended training in Shariah issues related to Islamic banking products were 
opposed to the idea that Islamic banks simply mimic conventional banking products 
by eliminating prohibitive elements. About 15% of the respondents also disagreed 
with the statement but chose a fair answer (Other), to provide further explanations to 
support their argument.  
Table 14.0 Cross-tabulation of group respondents – The Relationship between 
Understanding Non-Shariah Compliant Income and Shariah training attended. 
Sum of Respondents Training attended on Shariah Issues in relation 
to Islamic banking products. 
  
Islamic finance products are 
said to simply duplicate 
conventional banking by 
merely making it Islamic by 
eliminating prohibited 
elements according to Shariah 
Shariah Issues in relation to Islamic banking 
products. 
Grand 
Total 
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law. 
Agree  26.32% 26.32% 
Disagree  26.32% 26.32% 
Other (please specify) 15.79% 15.79% 
Strongly Agree  7.89% 7.89% 
Strongly Disagree  23.68% 23.68% 
Grand Total 100.00% 100.00% 
Table 14 Cross-tabulation of group respondents – Relationship between 
Understanding of Non-Shariah Compliant Income and Shariah training attended 
 
Moreover, Table 15.0 further explains the quantitative measures for interpreting the 
relationship between the understanding of Islamic banks and conventional banking 
products among the respondents against the training they attended. 
Table 15.0 Cross-tabulation of group respondents – Relationship between the 
Understanding of Islamic finance and Conventional banking product training 
attended. 
Sum of Respondents Training attended on Conventional Banking 
Products 
  
  
Islamic finance products are said to simply 
duplicate conventional banking by merely 
making it Islamic by eliminating prohibited 
elements according to Shariah law. 
Conventional 
Banking 
Products 
Not Attended Grand 
Total 
Agree  5.26% 21.05% 26.32% 
Disagree  15.79% 10.53% 26.32% 
Other (please specify) 15.79% 0.00% 15.79% 
Strongly Agree  2.63% 5.26% 7.89% 
Strongly Disagree  7.89% 15.79% 23.68% 
Grand Total 47.37% 52.63% 100.00% 
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Table 15 Cross-tabulation of group respondents – Relationship between 
Understanding on Islamic finance and Conventional banking product training 
attended 
As can be seen, about 53% of respondents who understood that a banking system 
must be fully compliant with Shariah law but did not attend any training on 
conventional products, equally responded either agree or disagree (about 26% each) 
with the statement that Islamic finance is just duplicating conventional products by 
eliminating prohibitive elements. This finding indicates that those who have technical 
knowledge on conventional banking products understand and disagree that Islamic 
finance is merely mimicking its conventional counterpart. 
However, of the respondents who did attend the training, only 7.89% of the 
respondents agreed with the statement. On the other hand, this position significantly 
demonstrates that the majority of respondents did not accept the basic concept of 
banking business models where the bank originally acts as a financial intermediary by 
accepting deposits from public and providing loans to people or businesses. 
The result in Table 15.0 also implies that more than 50% of Shariah personnel that 
currently work within the Islamic banking environment do not attend the training on 
conventional banking products. 
We can see from these findings that the IFIs in Malaysia are fully equipped with 
personnel that have a proper understanding of Shariah law as the main principle in its 
operational banking system. This can help personnel to compare and further identify 
the differences between these two products and operations as well as to play effective 
roles as the key organs mentioned in the Shariah Governance Framework of BNM, 
such as Shariah Secretariat, Shariah reviews, Shariah research and Shariah audits 
(BNM, 2010) 
4.2.1 THE ROLE OF SHARIAH GOVERNANCE  
This sub-section further examines the first research question, namely, how does the 
Shariah Advisory Council for IFIs in Malaysia ensure their activities are in 
compliance with Islamic Finance and how non- Shariah compliant events should be 
reported to authorities.  
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This sub-section investigates the perspective of Shariah officers towards important 
functions of the Shariah Committee appointed by the IFIs. The literature reviews of 
Chapter 2 outline the importance of Shariah advisors or known legally in Malaysia as 
Shariah Committee as the backbone of the IFIs to oversee its operations according to 
Islamic law. Previous studies found that the definition of stakeholder as a group of 
people who has direct relationship with an organisation (Friedman and Miles, 2006) 
and the Management of the company as non-stakeholder (Aoki, 2001). Hence the 
Shariah Boards sit as the advisor to IFIs, the committee act as non-management but 
have major responsibility to protect the rights of all stakeholders according to Islamic 
principles (Sekreter, 2013). In failing to do so, the management of Islamic banks in 
Malaysia could be liable to detention for a term not exceeding eight years or to a fine 
not exceeding twenty-five million ringgit or both, as per the section 28 of the duty of 
an institution to ensure compliance with Shariah of Part IV Shariah Requirements 
Division 1 of IFSA 2013. Amid the lack of standardised guidelines, ambiguous legal 
frameworks, inconsistencies of opinions on Shariah rulings in the Islamic finance 
industry (Tett, 2007), This section hence tries to explore the understanding and 
perceptions of Shariah personnel towards Shariah governance, roles of Shariah 
Committee and process in dealing with non-Shariah compliant income, as illustrated 
in the Table 16.0. 
Table 16.0: The Understanding of Group of Respondents Towards Shariah 
Governance and Shariah non-compliance Reporting.  
Questionnaires (Q18-Q25) Percentage 
Strongly 
Agree 
Agree Strongly 
Disagree 
Disagree 
Q18. Shariah governance of Islamic 
banks is to ensure that its aims and 
operations, business, activities and 
transactions follow Shariah. 
Answered Question: 38 
Skipped: 0 
92.11% 7.89% 0% 0% 
Others  
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Q19. The main role of the Shariah 
advisory body of each Islamic bank 
are in aspects of Shariah supervision, 
monitoring, auditing, and issuing legal 
rulings and Shariah audit opinions. 
Answered Question: 38 
Skipped: 0 
55.26% 31.58% 0% 2.63% 
Others (10.53%) 
Three respondents commented that the roles 
of Shariah advisory bodies of Islamic banks 
can be referred to IFSA (2013) and SGF by 
BNM (2010), which include issuing Shariah 
audit opinions. 
One respondent did not have a clear 
understanding on the question whether this 
should be referred to internal or external 
Shariah advisory bodies. 
Q20. Report of non-Shariah compliant 
events shall be submitted to the 
Central Bank of Malaysia on an 
immediate basis. 
Answered Question: 38 
Skipped: 0 
52.63% 34.21% 0% 2.63% 
Others (10.53%) 
Two respondents shared a comment that 
non-Shariah compliance is not required to be 
reported. 
Nonetheless, the other two respondents 
basically agreed that there is a relevant 
guideline that requires Islamic banks to 
report any non-Shariah compliance which is; 
1- Actual and 2-potential. If a Shariah 
Committee decides the findings are Actual, 
the report needs to be submitted on an 
immediate basis. If a Shariah Committee 
decides the findings are (Potential), a bank 
has time to investigate whether the findings 
are actual findings or just operational 
findings. 
Q21. All Islamic banks are expected 86.84% 7.89% 0% 0% 
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to have their appointed Shariah 
Advisory Board, Shariah review and 
audit function, and proper reporting 
line to ensure that all operations, 
transactions and activities of the 
Islamic banks are Shariah compliant. 
Answered Question: 38 
Skipped: 0 
Others (5.26%) 
One respondent commented that the question 
is not comprehensively explained while 
another respondent commented that Islamic 
banks are required to have their own Shariah 
Committee and 4 internal Shariah 
compliance functions - Shariah research, 
Shariah risk management, Shariah review & 
Shariah audit. 
 
Q22. Within 14 days, IFIs are required 
to receive confirmation from SSCs 
regarding non-Shariah compliant 
events. Then the bank is required to 
submit to the Central Bank of 
Malaysia, the rectification plan that is 
approved by their Shariah committee 
and to SSC within 30days after the 
confirmation from SSC. 
Answered Question: 38 
Skipped: 0 
44.74% 31.58% 0% 21.05% 
Others (21.05%) 
Eight respondents commented differently as 
the following: 
- Based on the latest ruling, reporting 
to BNM is within 3 days upon 
confirmation by the Board of Shariah 
Committee. 
- Yes. Based on SNC reporting 
procedure 
- What is SSC? The process shall be in 
accordance with relevant BNM 
Guidelines which specify the 
timeline. 
- IFIs are required to table the Shariah 
issue to its Shariah Committee within 
14 days from confirmation by a 
Shariah officer, and to be reported to 
BNM within 3 days from 
confirmation by a Shariah Committee 
on its non-Shariah compliance. 
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- What are the differences between a 
Shariah Committee and SSC? In 
addition to that, the rectification plan 
should also be approved by the Board 
of Directors. 
- Agree, but the rectification plan is to 
be approved by the Board of 
Directors. 
- Case by case basis. 
- Within 30 days after confirmation by 
a Shariah committee on a non-
Shariah compliant event, the bank 
must submit to Bank Negara an 
action plan approved by the Board of 
Director. 
Q23. The Shariah advisor of an 
Islamic bank must conduct special 
meetings to discuss the rectification 
plan for a non-Shariah compliant 
event within 30 days or to exhaust to 
other means to obtain committee 
approval on the plan. 
Answered Question: 38 
Skipped: 0 
50% 36.84% 0% 0% 
Others (13.16%) 
Five respondents commented differently as 
following: 
- It is not a must. The rectification plan 
can be approved via email within 30 
days. 
- Who is the Shariah advisor in the 
above statement? And which 
committee does the above statement 
refer to? Please refer to relevant 
BNM guidelines which bind all the 
IFIs in the course of handling a SNC 
event. 
- Not necessarily a special meeting. 
The discussion on the rectification 
plan could be one of the agendas in 
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the Shariah Committee's periodical 
meeting which is held within the 30 
days. 
- Consensus on the rectification plan is 
sometimes obtained via a circular 
resolution to meet the timeline 
Q24. In contravention of IFSA 2013, 
severe punishment is imposed on the 
non-compliance of the Act. 
Answered Question: 38 
Skipped: 0 
68.42% 31.58% 0% 0% 
Others 
Q25. In relation to the question above, 
have your IFIs been convicted of such 
contravention? 
Answered Question: 38 
Skipped: 0 
Yes – 
2.63% 
No – 
81.58% 
Not Sure 
– 
15.79% 
*Close-
ended 
question 
with Yes 
or No or 
Not Sure 
as choice 
of 
answers.  
Others (Not applicable as a choice of 
answer) 
Table 16 Understanding of Group of Respondents Towards Shariah Governance and 
non-Shariah compliance Reporting 
Table 16.0 illustrates that Shariah personnel unanimously (100%) have similar 
perspectives towards Shariah governance, which is to ensure that its aims and 
operations, business, activities and transactions follow Shariah principles. Table 17.0 
further explains the quantitative measures for interpreting the relationship between the 
understanding of Shariah governance and educational background. 
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Table 17.0 Cross-tabulation of group respondents – Relationship between 
Understanding on Shariah Governance and Educational Qualification 
Sum of Respondent Educational Qualification 
Shariah governance of 
Islamic banks are to 
ensure that its aims and 
operations, business, 
activities and 
transaction follow 
Shariah law. 
Bachelor (First 
Degree) 
Postgraduate 
(Master or 
PhD) 
Professional 
Qualification 
Grand 
Total 
Agree  1 2   3 
Strongly Agree  16 16 3 35 
Grand Total 17 18 3 38 
Table 17 Cross-tabulation of group respondents – Relationship between 
Understanding on Shariah Governance and Educational Qualification 
Table 17.0 presents that all Shariah personnel that participated and agreed with the 
function of Shariah governance in the survey at least have a bachelor’s degree for 
their educational qualification. Alternatively, this finding implies that the minimum 
requirement for the appointment to the Shariah secretariat mentioned in the Shariah 
governance framework of BNM is a bachelor’s degree.    
Table 17.0 also illustrates that most respondents (86.84%) opine that the roles of 
Shariah Committee are to supervise, monitor, audit, and issue legal rulings and 
Shariah audit opinions. However, 2.63% of respondents strongly oppose this opinion. 
Furthermore, around 86% respondents agreed that the reporting of non-Shariah 
compliant events shall be submitted to BNM on an immediate basis. Nonetheless 
2.63% strongly disagreed, while other respondents (7.89%) viewed that reporting to 
the central bank was unnecessary.  
Table 18.0 has further confirmed that only 11 out of 38 respondents (28.94%) 
strongly and positively responded that a non-Shariah compliant event must be 
reported immediately to the BNM within a certain period as per the guideline issued 
 119 
by the central bank, while 8 out of 38 respondents answered fairly, by providing 
justification. One respondent mentioned a different time period, which was thirty 
days.  
Table 18.0 Cross-tabulation of group respondents – The Relationship between 
Understanding on Reporting of Non-Shariah compliant income and the Timeline 
Required  
Sum of 
Respondent 
The Report of non-Shariah compliant event shall be 
submitted to Central Bank of Malaysia on an immediate 
basis. 
Within 14 days, 
IFIs are required 
to receive 
confirmation 
from SSC 
regarding non-
Shariah 
compliant events. 
Then the bank is 
required to 
submit to the 
Central Bank of 
Malaysia the 
rectification plan 
that is approved 
by their Shariah 
committee and 
SSC. 
Agree Disagree Other 
(please 
specify) 
Strongly 
Agree 
Grand Total 
Agree  8 
  
4 12 
Other (please 
specify) 
1 
 
3 4 8 
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Strongly Agree  4 1 1 11 17 
Strongly 
Disagree  
   
1 1 
Grand Total 13 1 4 20 38 
Table 18 Cross-tabulation of group respondents – Relationship between the 
Understanding on Reporting of Non-Shariah -compliant income and the Timeline 
Required 
The survey found inconsistencies among the practices of IFIs pertaining to the 
reporting of non-Shariah compliant events in Malaysia. This finding further examines 
empirically the previous study where there were lack of standardised guidelines and 
ambiguous legal frameworks that contributed to the instability in the growth of 
Islamic finance (Tett, 2017). However, in the event of contravention of IFSA 2013, 
the respondents anonymously agreed that severe punishment would be imposed on the 
non-compliance of the Act and most of the respondents (97.37%) also agreed that 
their Shariah Committee must play a major role to discuss the rectification plan for a 
non-Shariah compliant event. Interestingly yet insignificantly one respondent 
admitted that his or her Islamic bank was being convicted under the IFSA 2013, while 
about 15% of respondents were unsure about any convictions. Hence, Shariah board 
must have adequate Islamic knowledge and proper skill in financial system (Ali et 
al.,2013; Marines 2001).  This position also shows that a standardised practice is 
required to ensure effective reporting among the IFIs. The standardisation has once 
implemented has once implemented during Abbasside empire (Alkhatib, 2013).  
However, it contradicts with the several studies where standardisation is unnecessary 
in Islamic finance due to different school of thought (Mcmillan, 2011; Oakly, 2011; 
Wigglesworth, 2009; Nelson, 2006) except the standardisation at country level in 
order to approve Shariah matters (Tett, 2007) in this case is at the Malaysia’s banking 
regulatory system. 
4.2.2 THE LEGAL REGULATORY FRAMEWORK GOVERING NON-SHARIAH 
COMPLIANCE OF ISLAMIC BANKS IN MALAYSIA 
This sub-section attempts to explore the second research question, how does the 
adequacy of legal regulations by the Central bank of Malaysia in the case of non-
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Shariah compliant events ensure the IFIs prevent any rises of anti-money laundering 
activities. 
From the previous literature reviews, it can be seen that Malaysia has dual legal 
framework applied to govern IFIs and other conventional banks separately (Yaacob et 
al., 2011; Sadiq and Black, 2012). IFIs in Malaysia are governed by IFSA 2013 and 
the central bank of Malaysia, BNM, the sole industry regulator that is authorised by 
the government to issue guidelines to manage and protect the industry players. Hence 
IFIs must comply with country legal framework (Alharbi, 2015) and opinions of the 
appointed Shariah boards as Islamic experts (Mizushima, 2014).  However, given the 
strong regulatory framework, many legal cases related to non-Shariah transactions are 
still continuing to occur before the court proceedings. Hence, this section covers the 
applicable laws and policies regulating the IFIs in Malaysia from the aspects of the 
central bank as the regulator. From this section, the researcher could explore any 
regulations governing non-Shariah compliant income and its purification process. 
Table 19.0 illustrates the perspectives of Shariah personnel towards the legal and 
regulatory framework as well as internal policies of IFIs in Malaysia. Having said 
that, only 37 out of 38 respondents answered this section while only 36 out of 38 
respondents answered the question number 28 and 36. 
Table 19.0: Regulatory Frameworks and Internal Policies 
Questionnaires (Q26-Q31) Percentage 
Strongly 
Agree 
Agree Strongly 
Disagree 
Disagree 
Q26. A legal framework for Islamic 
finance reflects the policies adopted 
by the central bank in regulating and 
supervising the Islamic finance 
industry 
Answered Question: 37 
Skipped: 1  
59.46% 40.54% 0% 0% 
Others (Not applicable as a choice of 
answer) 
Q27. Malaysia has implemented a 48.65% 40.54% 5.41% 5.41% 
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dual legal framework to govern both 
the conventional and Islamic finance 
industry and market 
Answered Question: 37 
Skipped: 1 
Others (Not applicable as a choice of 
answer) 
 
Q28. The Central Bank of Malaysia 
has issued a sufficient guideline or 
regulation in dealing with or reporting 
of non-Shariah compliant income. 
Answered Question: 36 
Skipped: 2 
47.22% 47.22% 0% 5.56% 
Others (Not applicable as a choice of 
answer) 
Q29. All Islamic banks in Malaysia 
must comply with existing Central 
Bank regulations in relation to non-
Shariah compliant income. 
Answered Question: 37 
Skipped: 1 
83.78% 16.22% 0% 0% 
Others (Not applicable as a choice of 
answer) 
Q30. All Islamic banks are required 
by the Central bank in Malaysia to 
disclose and report non-Shariah 
compliant income in its annual report. 
Answered Question: 37 
Skipped: 1 
70.27% 24.32% 0% 5.41% 
Others (Not applicable as a choice of 
answer) 
Q31. Based on the question above, 
have your IFIs disclosed non-Shariah 
compliant income in your annual 
report? 
Answered Question: 36 
YES – 
86.11% 
NO – 
13.89% 
*Close-ended 
question with YES or 
NO as choice of 
answers.  
Others (Not applicable as a choice of 
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Skipped: 2 answer) 
Table 19 Regulatory Frameworks and Internal Policies 
 
The result in Table 19.0 depicts that the respondents anonymously agree that the IFIs 
must comply with all regulations imposed by the central bank. However, 10.82% of 
the respondents do not agree with the statement that Malaysia has implemented a dual 
legal framework to govern both the conventional and Islamic finance industry and 
market which has been enacted and gazetted as the FSA 2013 and IFSA 2013 that 
came into force on the 30th of June 2013. Amongst the key feature of enactment of 
IFSA 2013 is to provide clarity on Shariah compliance and governance in the Islamic 
financial sector5.  
Table 20.0 demonstrates the consistent understanding of Shariah personnel towards 
the legal framework of IFIs in Malaysia. None of the respondents opposed the 
function of the Central bank to issue any policy in relation to the Islamic banking 
industry. 
Table 20.0 Cross-tabulation of group respondents – Relationship between the 
Understanding of the Legal Framework of IFIs in Malaysia  
 
Sum of Respondents A legal framework for Islamic finance reflects the 
policies adopted by the central bank in regulating 
and supervising the Islamic finance industry  
All Islamic banks in Malaysia 
must comply with existing 
Central Bank regulations in 
relation to non-Shariah compliant 
income. 
Agree  Skipped Strongly 
Agree  
Grand Total 
Agree  5   1 6 
                                                 
5 http://www.bnm.gov.my/index.php?ch=en_press&pg=en_press&ac=607&lang=en  
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Skipped   1 
 
1 
Strongly Agree  10 
 
21 31 
Grand Total 15 1 22 38 
Table 20 Cross-tabulation of group respondents – Relationship between 
Understanding on Legal Framework of IFIs in Malaysia 
 
With regards to the disclosure of non-Shariah compliant income in the annual report, 
about 94% of respondents agree that IFIs are required by the central bank to disclose 
their non-Shariah compliant income in their financial report. However, about 14% of 
respondents indicate that their IFIs have not disclosed any actual non-Shariah 
compliant income in their audited annual reports.  
Table 21.0 further endorses inconsistencies among the industry players. 
Table 21.0 Cross-tabulation of group respondents – The Relationship between 
Disclosure Requirements and Expected Disclosure. 
Sum of Respondents Based on the question above, have your IFIs 
disclosed non-Shariah compliant income in your 
annual report? 
All Islamic banks in Malaysia 
must comply with the existing 
Central Bank regulations in 
relation to non-Shariah 
compliant income. 
No Skipped Yes Grand Total 
Agree  2  - 4 6 
Skipped   1 
 
1 
Strongly Agree  3 1 27 31 
Grand Total 5 2 31 38 
Table 21 Cross-tabulation of group respondents – Relationship between Disclosure 
Requirement and Expected Disclosure. 
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In seeking knowledge whether the respondents were capable to answer the above 
questions, Table 22.0 explains the relationship between the respondents and level of 
income. Of the response, 16 and 8 respondents who earned more than MYR5,000 and 
MYR10,000 respectively positively responded that their IFIs disclosed non-Shariah 
compliant income in their audited financial statement. This result basically provides 
insight that middle and senior management teams fully adhere to the disclosure 
requirement.  
Table 22.0 Cross-tabulation of group respondents – The Relationship between 
Expected Disclosure and Level of Income. 
Sum of 
Respondent 
Based on the question above, have your IFIs disclosed non-Shariah 
compliant income in your annual report? 
Monthly 
Income? 
No Skipped Yes Grand 
Total 
More than 
RM20,000 
  
2 2 
RM10,001 - 
RM20,000 
1 
 
6 7 
RM3000 and 
below 
1 
 
1 2 
RM3001 - 
RM5000 
1 
 
6 7 
RM5001 - 
RM10,000 
2 2 16 20 
Grand Total 5 2 31 38 
Table 22 Cross-tabulation of group respondents – Relationship between Expected 
Disclosure and Level of Income 
Furthermore, as can be seen from Table 23.0 below, there is no gender influence in 
the perception of Shariah personnel towards the understanding of disclosure 
requirements. Table 23.0 discloses that out of 12 females and 26 male respondents, 
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about 80% responded positively on the disclosure of non-Shariah compliant income in 
their annual report. 
Table 23.0 The Cross-tabulation of group respondents – The Relationship 
between Expected Disclosure and Level of Income. 
Sum of 
Respondents 
Based on the question above, have your IFIs disclosed non-Shariah 
compliant income in your annual report? 
Gender? No Skipped Yes Grand Total 
Female 2   10 12 
Male 3 2 21 26 
Grand Total 5 2 31 38 
Table 23 Cross-tabulation of group respondents – The Relationship between Expected 
Disclosure and Level of Income 
This study presumes that some of the IFIs do not actually disclose non-Shariah 
compliant income in their annual report despite the majority of the respondents 
knowing that this is one of the requirements set by the central bank of Malaysia. 
Therefore, the survey continues to understand and explore industry practices in the 
next section.  
4.2.3 THE DISCLOSURE OF NON-SHARIAH COMPLIANT INCOME IN THE 
ANNUAL REPORT OF ISLAMIC BANKS 
This sub-section encompasses the third research question, namely, how does financial 
disclosure in an annual report ensure transparency and prevent IFIs financing 
unethical activities. The previous studies discussed on the special accounting standard 
to disclose certain religious requirements (Hasan and Lewis, 2017; Gambling and 
Karim, 1993; Lewis, 2001) 
This sub-section will further examine empirically the industry practice especially 
regarding the disclosure of non-Shariah compliant income and charitable bodies in the 
annual report combined with an adherence to Anti Money Laundering Act from the 
perspective of Shariah personnel in Malaysia as illustrated in Table 24.0. Having said 
there was a specific circular issued by BNM on reporting of non-Shariah events to the 
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central bank i.e. BNM/RH/GL 002-23 (BNM, 2013). From the survey, only 36 out of 
38 respondents answered this section, while only 35 out of 38 respondents answered 
question number 34. 
Table 24.0: Disclosure of Non-Shariah Compliant Income 
Questionnaires (Q32-Q41) Percentage 
Strongly 
Agree 
Agree Strongly 
Disagree 
Disagree 
Q32. All products and transactions 
must be in compliance with the 
requirements by Shariah law. 
Otherwise, the income received from 
the transaction cannot be treated as 
revenue for an Islamic financial 
institution. 
Answered Question: 36 
Skipped: 2 
72.22% 27.78% 0% 0% 
Others (Not applicable as a choice of 
answer) 
Q33. Disclosure in Islamic banking is 
very important compared to 
Conventional banking due to the 
profit-loss sharing model. 
Answered Question: 36 
Skipped: 2 
33.33% 47.22% 2.78% 16.67% 
Others (Not applicable as a choice of 
answer) 
Q34. All stakeholders of Islamic 
banks must be well informed on non-
Shariah compliant income received in 
its annual report to ensure full 
transparency and fair information. 
Answered Question: 35 
71.43% 25.71% 0% 2.86% 
Others (Not applicable as a choice of 
answer) 
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Skipped: 3 
Q35. All stakeholders of Islamic 
banks should be well informed and 
communicate the amount purified and 
the recipients in its annual report to 
ensure full transparency and fair 
information. 
Answered Question: 36 
Skipped: 2 
72.22% 25% 0% 2.78% 
Others (Not applicable as a choice of 
answer) 
Q36. All non-Shariah compliant 
amount reported must be reviewed by 
an appointed external auditor to 
ensure correct amounts and 
accounting entries disclosed. 
Answered Question: 36 
Skipped: 2 
52.78% 41.67% 2.78% 2.78% 
Others (Not applicable as a choice of 
answer) 
Q37. A Shariah advisory body should 
monitor the end-to-end process of 
channelling non-Shariah compliant 
income to approved recipients. 
Answered Question: 36 
Skipped: 2 
55.56% 38.89% 2.78% 2.78% 
Others (Not applicable as a choice of 
answer) 
Q38. Each bank has their own list of 
charitable body to dispose of non-
Shariah compliant income. 
Answered Question: 36 
Skipped: 2 
30.56% 55.56% 2.78% 11.11% 
Others (Not applicable as a choice of 
answer) 
Q39. There is a huge misconception 41.67% 25% 22.22% 11.11% 
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that non-Shariah compliant income is 
disposed of to assist with terrorist 
activities. 
Answered Question: 36 
Skipped: 2 
Others (Not applicable as a choice of 
answer) 
Q40. Every institution must comply 
with AMLATFA (Anti Money 
Laundering and Terrorist Financing 
Act), failure to comply will be 
subjected to a penalty imposed by the 
act. 
Answered Question: 36 
Skipped: 2 
83.33% 16.67% 0% 0% 
Others (Not applicable as a choice of 
answer) 
Q41. A Gharamah (Penalty) amount 
charged to the client of Islamic banks 
should be disclosed and reported in 
the annual report as revenue to the 
bank. 
Answered Question: 36 
Skipped: 2 
36.11% 25% 11% 11% 
Others (Not applicable as a choice of 
answer) 
Table 24 Disclosure of Non-Shariah Compliant Income 
This survey records that 100% of respondents agreed that all income received from 
non-Shariah compliant transactions cannot be recognised as income for the IFIs. 
However, about 19% of respondents did not see that the disclosure in Islamic banking 
was more essential compared to conventional banking, due to its financing or 
investment structure such as Musharakah or profit-sharing model. This in line with 
the previous studies where disclosure of financial information has an impact on the 
degree and nature of investment choices made by investors, reputation, decision of 
investors and market (Singhvi and Desai, 1971; Healy and Palepu, 2001; Kreps, 1992; 
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Harahap, 2003; Al-Baluchi, 2006; Archer and Karim, 2007; Harahap, 2003). Only 
5.56% of the respondents believed that non-Shariah compliant income and the process 
of channelling tainted income should not be reviewed by appointed external auditors 
and monitored by the Shariah Committee of the IFIs.  This empirically demonstrates 
that the majority of IFIs in Malaysia are equipped with capable Shariah personnel to 
safeguard the importance of income recognition according to Islamic principles and 
its disclosure in financial reports as it will serve the interest of the public at large 
(Lewis, 2001). 
Table 25.0 Cross-tabulation of group respondents – The Relationship between 
Transparency and Experience. 
Sum of 
Respondent
s 
All stakeholders of Islamic banks must be well informed on non-
Shariah compliant income received in its annual report to ensure full 
transparency and fair information. 
Work 
Experience                     
Agree  Disagre
e  
Skipped Strongly 
Agree  
Grand Total 
1 - 5 years 3 1 1 4 9 
6 - 10 years 4 
 
1 13 18 
Less than a 
year 
1 
  
1 2 
more than 
10 years 
1 
 
1 7 9 
Grand 
Total 
9 1 3 25 38 
Table 25 Cross-tabulation of group respondents – Relationship between 
Transparency and Experience 
Table 25.0 evidences that experienced respondents who had more than 6 years’ 
experience were positive that IFIs should ensure full transparency and fair 
information by disclosing any non-Shariah compliant income in audited financial 
reports.  
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As can be seen from Questionnaire survey no. 39 as well, a total of 33.33% 
respondents shared that there were no negative perceptions towards the relationship 
between non-Shariah compliant income and terrorism financing as established in the 
previous literature reviews established the cash movement to terrorist groups through 
charitable bodies (Levitt, 2003; Haigner et al., 2012; Brisard, 2002; Wilkinson, 2005; 
Freeman and Ruehsen, 2013; Chapman, 2016).  However, a majority of the 
respondents (66.67%) believed so, with 41.67% of respondents answering firmly. 
Apart from that, 100% of respondents affirmed that IFIs must comply with 
AMLATFA (Anti Money Laundering and Terrorist Financing Act) and a penalty 
could be imposed if the act was contravened. On the other hand, about 14% of 
respondents claimed that they did not maintain a list of charitable bodies for the 
disbursement of illegitimate income in Malaysia.  
4.2.4 THE PURIFICATION OF NON-SHARIAH COMPLIANT INCOME 
In general, purification is a corrective action to be taken by the IFIs due to the breach 
of Islamic principles in its banking operations. This sub-section continually explores 
the third research question, how does financial disclosure in an annual report ensure 
transparency and prevent IFIs in financing terrorism activities with regards to the 
purification method. This sub-section hence identifies industry practices and the 
understanding of Shariah personnel according to the group of scenarios and answers. 
Thus, this explains the perceptions of Shariah personnel and internal policies of IFIs 
in dealing with non-Shariah compliant income as illustrated in Table 26.0. 
Table 26.0: The Purification of Non-Shariah Compliant Income 
Questionnaires (Q42-Q52) Percentage 
Q42. Based on your understanding, 
what is the different between income 
purification and income cleansing? 
Answered Question: 35 
Skipped: 3 
25.71% Income cleansing is done where 
income is gained from a non-
Shariah compliant process, while 
the purpose of income purification 
is to purify our soul by scarifying 
the wealth voluntarily for the 
benefit of others who are in need. 
57.14% There is no difference between 
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both jargons. 
14.29% An example of income cleansing 
is voluntarily charity such as 
Sadaqa, while income purification 
is considered as compulsory 
charity such as Zakat. 
2.86% Others: 
(1) what matters is the Arabic 
term use. The English term will 
not be considered as a main 
reference 
Q43. Based on your experience, how 
is a non-Shariah compliant event and 
the amount involved reported and 
escalated in your institution? 
Answered Question: 35 
Skipped: 3 
77.14% Business unit reported directly to 
the Shariah Department, Shariah 
Department escalates the matter to 
the Shariah advisory board for 
further deliberation, Shariah 
advisory board decides on the 
rectification and income 
purification (if any). 
8.57% 
 
 
Business unit reports directly to 
the Shariah Department, Shariah 
Department escalates the matter to 
the Shariah advisory board for 
further deliberation, Shariah 
advisory board refers to the 
Central Bank for a final decision. 
0% Business unit escalates the matter 
to the Head of Business unit for 
notification only. 
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14.29% Others: 
(1) Any staff who discovers a 
potential non-Shariah compliant 
(NSC) event will refer to a 
respective designated Compliance 
& Operational Risk Officer 
(DCORO). DCORO shall then 
notify Shariah Review & 
Compliance Unit of Group 
Compliant (SCRU) of the 
discovery. SCRU assesses the 
event, and whether it is to be 
treated as a potential NSC event or 
not. If yes, to table to the Shariah 
committee for confirmation of the 
NSC event and whether the 
income received is to be treated as 
NSC income. If confirmed, the 
SCRU and business unit (BU) & 
Shariah department & other 
relevant stakeholders to discuss 
the rectification plan. Once 
finalised, BU to table to the 
Shariah committee for approval on 
the rectification plan including the 
channelling of NSC income (if 
any). 
(2) Detection of a potential 
Shariah issue may be from 
Shariah audit/review findings or 
may be self-declared by 
business/support units. Potential 
 134 
Shariah issues will be reported to 
a Shariah Division. Once a 
Shariah Chief Officer confirms 
that it is a Shariah issue, the 
Shariah Division will escalate the 
Shariah issue to the Shariah 
Committee for confirmation on its 
Shariah compliance status. If it is 
confirmed to be non-Shariah 
compliant, a rectification plan is to 
be tabled and approved by the 
Shariah Committee and Board. 
(3) in addition to point 1 in this 
question, there are additional 
processes on the confirmation and 
escalation of the event 
(4) Business unit > Shariah risk 
management > SSC 
Q44. Based on your experience, how 
does are amount and accounting 
entries of non-Shariah compliant 
income reviewed and verified? 
Answered Question: 35 
Skipped: 3 
34.29% Reviewed by the Shariah 
Department and verified by the 
finance department only. 
37.14%  
Reviewed by the Shariah 
Department and independently 
verified by an internal/ external 
auditor only. 
2.86% Reviewed by the Business Unit 
and verified by the Head of 
Business Unit only. 
25.71% Others 
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 (1) Prepared by finance, reviewed 
by the Chief Shariah Officer and 
notified to the Shariah 
Supervisory Council for 
validation. 
(2) Reviewed and verified by an 
external auditor 
(3) Posting by finance and verified 
by an Internal Auditor 
(4) No review conducted 
(5) Shariah, finance, auditor 
(6) Shariah Committee and 
notification to the Board 
(7) Accounting entries are 
performed by Finance based on a 
request by a business/support unit. 
Respective business/support unit 
to review and Shariah Division to 
verify. 
(8) Reported to finance by each 
respective business unit. Verified 
by Group Finance. Reviewed by 
the Shariah department, concurred 
by SCRU and monitored by 
Shariah risk management. 
Q45. Based on your experience, what 
is the best decision to be taken when a 
non-Shariah compliant event can be 
rectified? 
40% Enhance the current operation if 
necessary. 
51.43% 
 
 
Enhance current operations if 
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Answered Question: 35 
Skipped: 3 
necessary and disclose the non-
Shariah compliant event in a 
Shariah Audit Opinion. 
0% No further action taken 
8.57% 
 
Others: 
(1) Depends on the case. If the 
SNC event resulted from a 
loophole in the current operation, 
enhancement of the process is 
required. 
(2) Further assessment through 
Shariah risk management, 
mitigating all the possible factors 
that may lead to the SNC. 
(3) No, such incident. 
Q46. Based on your experience, what 
is the best decision to be taken when a 
non-Shariah compliant event cannot 
be rectified? 
Answered Question: 35 
Skipped: 3 
28.57% Purify the income received. 
62.86% Purify the income received and 
disclose the non-Shariah 
compliant event that occurred and 
amount involved in the Shariah 
Audit Opinion. 
0% No further action taken 
8.57% Others: 
(1) Depends on cases. To get 
Shariah committee direction in 
such cases. Shariah committee 
may give lee way or exemption or 
impose any other condition and 
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requirements. 
(2) Further assessment through 
Shariah risk management, 
mitigating all the possible factors 
that may lead to the SNC. 
(3) No such event so far. 
Q47. Based on your experience, what 
is the most preferable method for 
channelling non-Shariah compliant 
income, decided by the Shariah 
advisory board in order to purify the 
illegitimate income? 
 
Answered Question: 35 
Skipped: 3 
68.57% Channel to charity by giving to a 
charitable body/ institution. 
14.29% Channel to charity by giving 
directly to the poor or 
communities in need. 
17.14% 
 
Others: 
(1) Refund to the rightful owner or 
channel to charity for the benefit 
of the community 
(2) both of the above statements 
(3) the channelling should look 
beyond channelling to certain 
body/institution/communities, the 
purpose should also be assessed 
further 
(4) No such event 
Q48. What types of charitable bodies/ 
funds your institution has completely 
channelled the non-Shariah compliant 
income? Please tick at least one. 
Answered Question: 35 
Skipped: 3 
54.29% Private non-profit organisation. 
8.57% Government backed institution, 
such as a Zakat Institution 
0% Mosque fund 
5.71% Charitable body or foundation that 
is related to the bank 
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5.71% Student scholarship fund, as part 
of bank’s known Corporate Social 
Responsibility. 
2.86% Staff fund, as part of bank’s 
known Corporate Social 
Responsibility. 
22.86% Others: 
(1) Health centres 
(2) It may be any of the above, 
provided that all the bodies are 
registered bodies and recognised 
by law 
(3) All of the above included in 
the distribution. 
(4) Managed to rectify the non-
Shariah compliant issue. 
(5) First of the three answers 
above 
(6) no specific body 
Q49. What is the most important 
screening process implemented at 
your institution in selecting a 
charitable body to allocate the non-
Shariah compliant income? 
 
48.57% Present a list of charitable bodies 
for Shariah advisory board’s 
approval. 
40% Perform background checks for 
the proposed charitable body. 
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Answered Question: 35 
Skipped: 3 
0% Obtained a list of charitable body 
from the foundation owned by the 
bank. 
11.43% Others: 
(1) The first one. However, prior 
to coming up with the list, proper 
due diligence should be conducted 
to ensure the legitimacy of the 
body 
(2) Check the background first 
and presented list of charitable 
bodies to the Shariah board 
approval. 
(3) We have our own policy 
(4) Importance of the projects/ 
initiatives offered by the body to 
receive non-Shariah compliant 
income. 
Q50. Based on your experience, how 
does the bank ensure the charitable 
bodies the that bank is going to 
allocate non-Shariah compliant 
income to, is not involved in terrorist 
groups or activities? 
Answered Question: 35 
Skipped: 3 
14.29% 
 
obtained external verifications, 
such as from the police 
department. 
 
28.57% obtained internal verifications 
such as screening by a bank’s anti 
money laundering officer. 
28.57% Not mentioned specifically in the 
bank’s Standard Operating 
Procedures (SOP). 
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28.57% Others: 
(1) Our Human Resource has a 
system which can check the 
background of an organization 
thoroughly. 
(2) As stated above. 
(3) By carrying out a due 
diligence process over the 
charitable body upfront 
(4) background check 
(5) officer to perform further 
investigation 
Q51. Based on your knowledge, does 
the bank ever channel non-Shariah 
compliant income to any overseas 
charitable body or foundation? 
Answered Question: 35 
Skipped: 3 
80% No, not at all. 
17.14% Yes, at least once. Upon request. 
2.86% 
 
Others: 
(1) No event yet 
Q52. Based on your knowledge, is 
there any specific policy or procedure 
in relation to monitoring or dealing 
with the purification of non-Shariah 
compliant income within your 
institution? 
Answered Question: 35 
Skipped: 3 
2.86% No, as I am fully aware of. 
22.86% Yes, but inadequate to guide 
Islamic bank’s staff on the end-to-
end process of channelling non-
Shariah compliant income to the 
approved recipients. 
74.29% Yes, there is a guideline. 
0% Other (please specify) 
Table 26 Purification of non-Shariah Compliant Income 
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Only 35 out of 38 respondents completed this section. The section set out to analyse 
the perceptions of the respondents that were involved directly in the day-to-day 
operations of the IFIs. When asked about the differences between income purification 
and income cleansing (as per the Question no. 42), only 15.27% of respondents 
provided useful answers by differentiating the term used for income cleansing and 
income purification. Interestingly, around 57% of the respondents responded that 
there was no difference between these two words by its definition. However, about 
14% of respondents understood that income cleansing was an optional act, while 
income purification was compulsory. A choice of fair answer was given as “Other”, 
however only 2.86% of respondents argued that when there was a contradiction 
between the terms used in English, the Arabic language would be referred to as the 
main guidance. The literature reviews of purification have been expanded in Chapter 
2 of this thesis. Income purification has been defined as income cleansing as the 
process of removing income received from illegal way to charity (Md. Hashim, A., 
Habib, F., Isaacs, Z. and Gadhoum, M., 2017; Shaik Mohammed, W., Barkatulla, M., 
Khatkhatay, M. and Abbas, Z., 2017). While scholars preferred to name it as 
“Purging” instead of “cleansing” (Shaik Mohammed, W., Barkatulla, M., Khatkhatay, 
M. and Abbas, Z.,2017). Interestingly, wealth purification is referring to an act of 
charity to express gratitude to The Almighty God (Alhabshi, 2015). For simplicity, 
income cleansing means to mandatorily remove the wealth that was gained 
illegitimately, while income purification is voluntarily scarifying the wealth that was 
owned legitimately. The following cross-tabulation analysis further explains the 
quantitative measures to interpret the relationship between the understanding of 
Shariah personnel on these two terms and the level of working experience within the 
IFIs: 
Table 27.0 Cross-tabulation of group respondents – Relationship between the 
Understanding of Two terms and Experience. 
Count of Educational Qualification Working Experienced? 
Based on your understanding, what is 
the difference between income 
purification and income cleansing? 
1 - 5 years 6 - 
10 
years 
Less 
than 
a 
year 
more 
than 
10 
years 
Grand 
Total 
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Income cleansing is done 
thoroughly in the process where 
income is gained from non-Shariah 
compliant activities, while the 
purpose of income purification is to 
purify our soul by scarifying the 
wealth voluntarily for the benefits 
of others who need it.  
3 2 
 
4 9 
Other (please specify) 
 
1 
  
1 
Skipped 1 1 1 
 
3 
An example of income cleansing is 
voluntarily charity such as Sadaqa, 
while income purification is 
considered as a compulsory charity 
such as Zakat. 
 
4 
 
1 5 
There is no difference between both 
jargons. 
5 10 1 4 20 
Grand Total 9 18 2 9 38 
Table 27 Cross-tabulation of group respondents – The Relationship between the 
Understanding of Two terms and Experience 
This position allows diverse interpretation within the Islamic finance industry, 
specifically regarding the treatment of illegitimate income. 
More sophisticated responses were received when asked about the experience of 
respondents about non-Shariah compliant events and the amount involved reported 
and escalated in their IFIs. Of the responses, 77.14% responded that when a breach of 
Shariah rulings occurred in any transaction internally, the business unit involved 
would report directly to the Shariah Department. The Shariah Department would 
escalate this matter to the Shariah advisory board for further deliberation and 
rectification. The second highest response was, Other, where about 14% of 
respondents provided different procedures or practices within their IFIs. A total of 
8.57% of respondents responded with an additional procedure, where the Shariah 
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advisory board of the IFIs referred to the Central Bank for a final decision. However, 
none of the respondents pointed out that notification of the non-Shariah compliant 
event was referred only to the Head of Business unit. This shows various practices 
rather than a standardised solution within the Islamic finance industry, specifically 
regarding the treatment of illegitimate income. AAOIFI (2008), on the other hand 
comfortably standardise the definition of income purification as ‘disposing’ in its 
published standard. 
Similar, two points were asked about the best decision to be taken when a non-
Shariah compliant event can be rectified and cannot be rectified. The key findings 
were as follows; 
Table 28.0 Percentage of Respondents who agreed to disclose a non-Shariah 
Compliant event  
                              
Question/ 
 
 
Answer 
The best decision to be 
taken when a non-Shariah 
compliant event can be 
rectified (Question 44) 
The best decision to be 
taken when a non-Shariah 
compliant event cannot be 
rectified (Question 45) 
Enhance the current 
operation/ purify the 
income received if 
necessary. 
 
40% 
 
28.57% 
Enhance/ purify the 
income received and 
disclose the non-Shariah 
compliant event occurred 
and amount involved in a 
Shariah Audit Opinion. 
 
 
51.43% 
 
 
 
62.86% 
No further action taken 0% 0% 
Table 28 Percentage of Respondents who agree to disclose the non-Shariah 
Compliant event 
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The survey shows an increasing percentage of respondents who agree to disclose the 
non-Shariah compliant event or income in the Shariah Audit Opinion (by 11.43%). In 
the case where a non-Shariah compliant event can be rectified, 40% of the 
respondents claim that no disclosure is required compared to when a non-Shariah 
compliant event cannot be rectified. However, none of the respondents agreed that 
action will not be taken within the IFIs, when a non-Shariah compliant event occurs. 
Surprisingly, one of the respondents commented that the Shariah Committee of IFIs 
may give leeway or exemption or impose any other condition and requirements based 
on a case-to-case basis.  
This is an interesting difference when asked whether the amount and accounting 
entries of non-Shariah compliant income can be reviewed and verified. Figure 5.0 
represents how the perceptions of Shariah personnel are divided so closely: 
 
Figure 3 Perceptions of Shariah Personnel Should the Amount and Accounting 
Entries of Non-Shariah Compliant Income be Reviewed and Verified 
Similarly, the respondents were asked about any specific policy or procedure in 
relation to monitoring or dealing with purification of non-Shariah compliant income 
within IFIs. It was clear that of the responses, 74.29% of respondents argued there 
34%
37%
3%
26%
Chart 5.0 - Perceptions of Shariah Personnel should the amount 
and accounting entries of non-Shariah compliant income 
reviewed and verified? Reviewed by ShariahDepartment and verified byfinance department only.
Reviewed by ShariahDepartment andindependently verified byinternal/ external auditoronly.Reviewed by Business Unitand verified by Head ofBusiness Unit only.
Other
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was a relevant policy in place within the IFIs. Nevertheless, they differed significantly 
in identifying the most important screening process within the IFIs in selecting a 
charitable body and ensuring that the charitable body that the bank was going to 
allocate non-Shariah compliant income was not involved in terrorist groups or 
activities.  The following cross-tabulation analysis further explains the quantitative 
measures to interpret the relationship between the respondents who claimed there was 
a specific policy or procedure to monitor purification of non-Shariah compliant 
income within IFIs (Question No.52) and the required procedures to ensure charitable 
bodies are not involved in terrorist groups or activities and the most important 
screening process implemented for the selection of charitable bodies within the IFIs.  
Table 29.0 Cross-tabulation of group respondents – The Relationship between 
Internal Policies and Specific Procedures to Select Charitable Bodies 
Count of 
Respondent 
Based on your experience, how does the bank ensure the 
charitable body that the bank is going to allocate non-Shariah 
compliant income is not involved in terrorist groups or 
activities? 
Based on your 
knowledge, is 
there any 
specific policy 
or procedure 
in relation to 
monitoring or 
dealing with 
the 
purification of 
non-Shariah 
compliant 
income within 
your 
institution? 
Not 
mentioned 
specifically 
in the 
bank’s 
Standard 
Operating 
Procedures 
(SOP) 
Obtained 
external 
verificati
on such 
as police 
departm
ent. 
Obtained 
internal 
verificatio
n such as 
bank’s 
anti 
money 
launderin
g officer. 
Other 
(please 
specify
) 
Skipp
ed 
Gran
d 
Total 
No, as I am 
   
1 
 
1 
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fully aware of. 
Skipped 
    
3 3 
Yes, but 
inadequate to 
guide an 
Islamic bank’s 
staff on the end-
to-end process 
of channelling 
non-Shariah 
compliant 
income to 
approved 
recipients. 
2 
 
6 
  
8 
Yes, there are 
guidelines. 
8 5 4 9 
 
26 
Grand Total 10 5 10 10 3 38 
Table 29 Cross-tabulation of group respondents – Relationship between Internal 
Policy and Specific Procedure to Selecting Charitable Body 
From the above Table 29.0, 8 out of 35 respondents claimed there were guidelines in-
place within the IFIs which indicated that there was no specific procedure mentioned 
in the bank’s Standard Operating Procedures (SOP) to ensure a charitable body was 
not involved in terrorist groups or activities. Only 5 out of 35 respondents indicated 
that they had such guidelines and external verification was required. However, this 
number was insignificant and it was not possible to say that the IFIs had adequate 
internal policies to ensure the charitable bodies were free from terrorism activities.  
Table 30.0 Cross-tabulation of group respondents – The Relationship between 
Internal Policy and Specific Procedures for the Screening Process 
Count of Respondent What is the most important screening process implemented 
at your institution in selecting charitable body to allocate 
the non-Shariah compliant income? 
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Based on your knowledge, 
is there any specific policy 
or procedure in relation to 
monitoring or dealing with 
purification of non-Shariah 
compliant income within 
your institution? 
Other 
(please 
specify) 
Perform 
background 
check for 
the 
proposed 
charitable 
body. 
Present a 
list of 
charitable 
bodies for 
the Shariah 
advisory 
board 
approval. 
Skipped Grand 
Total 
No, as I am fully aware of. 
  
1 
 
1 
Skipped 
   
3 3 
Yes, but inadequate to 
guide Islamic bank’s staff 
on the end-to-end process 
of channelling non-Shariah 
compliant income to the 
approved recipients. 
 
3 5 
 
8 
Yes, there is guidelines. 4 11 11 
 
26 
Grand Total 4 14 17 3 38 
Table 30 tabulation of group respondents – Relationship between Internal Policy and 
Specific Procedure for the Screening Process 
Table 30.0 depicts responses from Shariah personnel when asked about the guidelines 
in-place and the most important screening process within IFIs in choosing a charitable 
body. Similarly, as can be seen from the table, there were respondents who claimed 
there were guidelines in-place within the IFIs, but the practices differed among the 
IFIs. Hence, 8 out of 38 respondents claimed that the existing policy was inadequate. 
Overall, this section has illustrated many inconsistencies in the industry practices of 
IFIs in dealing with non-Shariah compliant income. However, the majority of 
respondents (about 70%) agreed that the most preferable method for channelling non-
Shariah compliant was by giving to a charitable body/ institution instead of 
distributing directly to poor people (about 14%).  
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The survey also illustrates various charitable bodies chosen by the IFIs when the 
question asked about types of charitable bodies/ funds that IFIs have completely 
channelled the non-Shariah compliant income to. The following Figure 6.0 represents 
how the perceptions of Shariah personnel are divided: 
 
Figure 4 Types of Charitable Bodies that IFIs have Completely Channelled the Non-
Shariah Compliant Income to 
In addition to that, about 17% of respondents also claimed that their IFIs channelled 
the non-Shariah compliant income to overseas charitable bodies. This position also 
raises a concern about which recipients should receive greater benefits out of the 
illegitimate funds and what parameters are applied by the IFIs in determining the 
charitable body to achieve the Maqasid Shariah (objectives of Shariah).  
54.29%8.57%
0.00%5.71% 5.71% 2.86%
Figure 6.0 - Types of Charitable Bodies that IFIs Have Completely Channelled the Non-Shariah Compliant Income to
Private non-profit organisation.
Government backed institution such as Zakat Institution
Mosque fund
Charitable body or foundation that has related with the bank
Student scholarship fund, as part of bank’s known Corporate Social Responsibility.
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4.2.5 THE EXISTENCE OF NON-SHARIAH COMPLIANT INCOME IN ISLAMIC 
BANKS 
This sub-section attempts to address the second research question, namely, how does 
the adequacy of legal regulations by the Central Bank of Malaysia in the case of non-
Shariah compliant events ensure that the IFIs prevent any rises of anti-money 
laundering activities. The previous studies concluded that the non-Shariah compliant 
events may occur due to two categories which are Shariah (Arshad and Wardhany, 
2012; Al-Zuhaili, 2006; Chong and Liu, 2009) and non-Shariah reasons as reported in 
the published annual report (BIMB, 2011; CIMB Islamic Bank, 2011). Therefore, the 
survey will empirically examine and investigate the area from the perspective of 
Shariah officers who deal directly with the daily operations of IFIs.  
Table 31.0 lists the findings on the existence of non-Shariah compliant events within 
the IFIs according to the perceptions and observations of Shariah personnel. The 
findings further explain the frequency of repeated non-Shariah compliant events in the 
operations of IFIs.  
Table 31.0: The existence of non-Shariah compliant events within the IFIs 
Questionnaires  
(Q53-Q64) 
Percentage 
Frequently 
Occurred 
Frequent Never Rare Occasional 
Q53. Gharamah 
(penalty) paid by 
customers to the bank 
due to a delay in 
prepayment of Islamic 
financing services 
rendered/ credit facility. 
Answered Question: 31 
Skipped: 7 
 
6.45% 9.68% 35.48
% 
35.48
% 
12.90% 
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Q54. Return on 
investment recognised 
and received from the 
investment activity in the 
non-Shariah compliant 
fund, shares and 
business. 
Answered Question: 32 
Skipped: 6 
9.38% 3.13% 25% 53.13
% 
9.38% 
 
 
 
 
 
 
 
 
 
Q55. The asset sold to 
the customer before the 
Islamic bank takes 
ownership/ possession of 
the asset from the seller 
first in a Tawarruq 
(Commodity Murabaha) 
based transaction. 
Answered Question: 32 
Skipped: 6 
3.13% 0% 50% 34.38
% 
12.50% 
 
 
 
 
 
 
 
 
 
Q56. Asset Sale 
Agreement (ASA) and 
Asset Purchase 
Agreement (APA) are 
not in a proper sequence 
in an Inah based 
transaction. 
Answered Question: 32 
Skipped: 6 
12.50% 6.25% 21.88
% 
31.25
% 
28.13% 
 
 
 
 
 
 
 
 
 
Q57. System failure to 6.25% 0% 59.38 21.88 12.50% 
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accommodate Islamic 
financing that resulted in 
compounding interest of 
prepayment amount paid 
by a customer. 
Answered Question: 32 
Skipped: 6 
% % 
 
 
 
 
 
 
 
 
 
Q58. Selling a 
commodity to a Third 
buyer (Broker 2) that has 
connection with the first 
seller (Broker 1) in a 
Commodity Murabahah 
based transaction. 
Answered Question: 32 
Skipped: 6 
3.13% 0% 78.13
% 
12.50
% 
6.25% 
 
 
 
 
 
 
 
 
 
Q59. Overcharging 
customers in an Islamic 
financing/ credit facility 
offered by an Islamic 
bank. 
Answered Question: 32 
Skipped: 6 
3.13% 3.13% 53.13
% 
31.25
% 
9.38% 
     
Q60. Advertising false 
Islamic financing product 
information in brochures. 
Answered Question: 32 
Skipped: 6 
6.25% 6.25% 46.88
% 
34.38
% 
6.25% 
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Q61. Capital guaranteed 
offered by Islamic banks 
in Modaraba (profit and 
loss sharing) investments 
to its customer. 
Answered Question: 32 
Skipped: 6 
3.13% 0% 81.25
% 
12.50
% 
3.13% 
Q62. Commission 
received by the Islamic 
banks from a merchant 
due to an Islamic credit 
card facility used by 
customers on a 
prohibited item 
according to Shariah law. 
Answered Question: 32 
Skipped: 6 
12.50% 3.13% 46.88
% 
28.13
% 
9.38% 
Q63. Interest received by 
an Islamic bank due to 
money deposited in an 
interest based/ 
conventional saving 
account. 
Answered Question: 32 
Skipped: 6 
3.13% 3.13% 37.50
% 
40.63
% 
15.63% 
Q64.  Regarding the 
above questions, what is 
the most non-Shariah 
compliant event that 
Comments: 
Three respondents commented that no non-Shariah 
compliant event occurred within their IFIs. 
While two respondents couldn’t confirm and provided 
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occurred in your IFI. 
Answered Question: 27 
Skipped: 11 
 
comments on this question. 
Twenty-two respondents commented individually as 
the following; 
(1) Those related to non-Shariah Compliant 
advertisements and promotional materials. 
(2) Advertisements and promotional materials 
containing non-Shariah compliant elements. 
(3) ASA APA. But currently being rectified with strict 
procedures. 
(4) As above (referring to the question from No. 53 to 
No.63. 
(5) Events which occurred due to operational lapses. 
(6) Return on investment recognised and received 
from investment activities in non-Shariah compliant 
funds, shares and businesses. 
(7) Issue of pre signing or a sequence in a BBA 
contract. 
(8) Interest received by an Islamic bank due to money 
deposited in an interest based/ conventional saving 
account. 
(9) Failure to ensure execution of aqad. 
(10) Improper sequence of signing aqad documents as 
most of them are arranged/ conducted by solicitors or 
appointed staff, who work with a sister company 
(conventional side) as we practice a leverage model, 
where an Islamic bank leverages on Conventional 
Bank's resources e.g. staff, system, facilities, etc. 
Nevertheless, the Bank continuously gives/ conducts 
training on the awareness of Shariah/Islamic 
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banking/finance to such parties. 
(11) Sequence of aqad (contract) 
(12) When sometimes it is discovered that the Bank 
give financing to the customer on non-Shariah 
activities/items. 
(13) PPA and PSA not in sequence. 
(14) Bai' Inah transaction was executed not in a 
correct manner. 
(15) As per the above question No.56. 
(16) Absence of aqad. 
(17) Insufficient amount of an underlying asset to 
facilitate a Tawarruq transaction. 
(18) Miscalculation of the modaraba portion 
(19) Guaranteed return for wadiah deposit-based 
products 
(20) Interest from money deposited in an escrow 
account. 
(21) Commission received from a credit card 
merchant. 
(22) Terminologies used.  
Table 31 The Existence of non-Shariah compliant event within the IFIs 
Figure 7.0 illustrates the graph of frequency of non-Shariah compliant events that 
occurred within the IFIs based on the given scenarios. As can be seen from the graph, 
the non-conformity that frequently occurs in Islamic banking operations are the 
scenarios mentioned in Question 56 and 62, where the Asset Sale Agreement (ASA) 
and Asset Purchase Agreement (APA) are not in a proper sequence in an Inah based 
transaction and commission received by the Islamic banks from a merchant are due to 
an Islamic credit card facility used by customers on prohibited items according to 
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Shariah law. The least non-conformity that ever happened within the IFIs was Capital 
guaranteed offered by the Islamic banks in a Modaraba (profit and loss sharing) 
investment to its customer. This was followed by selling a commodity to a Third 
buyer (Broker 2) that had a connection with the first seller (Broker 1) in a Commodity 
Murabahah based transaction. 
 
 
 
Figure 5. Frequency of Non-Shariah Compliant Event 
Figure 2.3 explains the relationship between the highest occurrence of a non-Shariah 
compliant event and the experience of Shariah personnel. Most experienced 
respondents (more than 6 years’ experience) categorised the incident of Asset Sale 
Agreement (ASA) and Asset Purchase Agreement (APA) are not in a proper sequence 
in Inah based transaction as Rare (9 out of 27), followed by Occasional (7 out of 27), 
Never (4 out of 27) and Frequently Occurred (3 out of 27). Interestingly, 3 out of 27 
experienced respondents skipped this question. Moreover, the most experienced 
respondents (more than 6 years’ experience) categorised the other incident as Never 
(11 out of 27), followed by Rare (7 out of 27), Frequently Occurred (3 out of 27) and 
Occasionally (2 out of 27). Interestingly, 3 out of 27 experienced respondents skipped 
this question as well.  
Table 32.0 Cross-tabulation of group respondents – the highest occurrence of 
non-Shariah compliant events and experience of Shariah personnel. 
0.00%20.00%
40.00%60.00%
80.00%100.00%
0.00%20.00%
40.00%60.00%
80.00%100.00%
Q53 Q54 Q55 Q56 Q57 Q58 Q59 Q60 Q61 Q62 Q63
Figure 7.0 - Frequency of Non-Shariah Compliant Event
Never Frequently Occurred Frequent Rare Occasional
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Sum of 
Respondent 
Asset Sale Agreement (ASA) and Asset Purchase Agreement (APA) are 
not in a proper sequence in an Inah based transaction. 
  
Working 
Experience
? 
Frequent Frequentl
y 
Occurred 
Never Occasional Rare Ski
ppe
d 
Grand 
Total 
1 - 5 years 1 1 3 2 1 1 9 
6 - 10 years 1 3 4 2 5 3 18 
Less than a 
year 
  
    
2 2 
more than 
10 years 
  
  
5 4 
 
9 
Grand 
Total 
2 4 7 9 10 6 38 
Sum of 
Respondents 
Commission received by the Islamic banks from a merchant due to an 
Islamic credit card facility used by a customer on a prohibited item 
according to Shariah law. 
Working 
Experience? 
 Freque
nt 
 Frequen
tly 
Occurred 
 Never  Occasi
onal 
Rare Skipped Grand 
Total 
1 - 5 years   1 4 1 2 1 9 
6 - 10 years   2 9 2 2 3 18 
Less than a 
year 
  
    
2 2 
more than 10 
years 
1 1 2 
 
5 
 
9 
Grand Total 1 4 15 3 9 6 38 
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Table 32 Cross-tabulation of group respondents – the highest occurrence of non-
Shariah compliant events and experience of Shariah personnel 
Overall these findings indicate the occurrence and existence of non-Shariah compliant 
events within an Islamic finance framework. A total of 22 out of 27 respondents 
further established an additional event that occurred in the day-to-day operations of 
the IFIs. On the other hand, only 3 respondents denied any occurrence of such an 
event.  
 
4.3 CHAPTER CONCLUSION 
In conclusion, the findings from the questionnaire surveys empirically addressed the 
research questions designed earlier in order to achieve the objectives outlined in 
Chapter 1 of this thesis.  
First and foremost, the findings from the surveys empirically examine the first 
research question, namely, how does the Shariah Advisory council for IFIs in 
Malaysia ensure the activities are in compliance with Islamic Finance and how the 
non- Shariah compliant events should be reported to the authority (Central Bank of 
Malaysia). Noted from previous studies that the purification method applied is 
theoretically varied according to the Shariah opinion from different jurisdictions for 
instance, the non-Shariah compliant event can be divided into four categories (Md 
Hashim, A. and Habib, F., 2016) or three categories (Shaik Mohammed et al., 2017) 
or two categories (Ali et al., 2013). The present study examines the basic 
understanding of Islamic finance by the Shariah officers of IFIs in Malaysia is vital as 
they play important roles to execute the decisions taken by appointed Shariah 
Committees within the IFIs. The majority of the respondents agreed that non-Shariah 
compliant events might occur in the operations of IFIs and that the income generated 
from the illegitimate transactions were not recognised as income for the IFIs. In 
addition to that, most respondents agreed that by attending training in Shariah issues 
related to Islamic banking products, they would have a better understanding and did 
not agree that Islamic banks mimicked conventional banks products. From the 
questionnaires itself, the study can conclude that most Shariah personnel were fully 
equipped with a proper understanding on Islamic banking products whilst they lacked 
an understanding towards conventional products. Having a knowledge of both to hand 
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would assist the personnel to compare and identify differences between both products 
and play an effective role to educate others.  
Secondly, the findings from the surveys empirically answered the second research 
question, namely, how does the adequacy of legal regulations by BNM in the case of 
non-Shariah compliant events ensure the IFIs prevent any rises of anti-money 
laundering activities in order to achieve the objective of understanding the legal 
regulatory framework pertaining to non-Shariah compliant transactions. The 
respondents also agreed that a severe punishment will be imposed on IFIs and that the 
Shariah committee plays a major role on discussing the rectification plan for non-
Shariah compliant events. However, the findings from the questionnaires found that 
there were respondents who agreed that some IFIs may not actually disclose the non-
Shariah compliant event, despite the fact that it was a requirement provided by the 
BNM. Recent literature reviews exposed that channelling fund to charity is a common 
practise in Islamic finance in rectifying many incidents of non-Shariah compliant 
transactions occurred within the existing Malaysian regulatory framework (Mirza-
Begum, 2014; Bahmmam, 2013; BNM, 2011; DAWN, 2008). Having said that, the 
Shariah governance framework in Malaysia only stated that non-Shariah income must 
be disposed to charitable cause (BNM, 2011). 
 As expressed through the questionnaires, the present empirical study finds that some 
of IFIs do not maintain a list of charitable bodies for the purpose of the disbursement 
process on non-Shariah compliant income, which raised a significant concern about 
whether adequate procedures were implemented according to the requirements of the 
AML Act.  
Finally, the findings from the quantitative approach addressed the final research 
question, namely, how does financial disclosure in an annual report prevent IFIs in 
financing terrorism activities. The recent literature reviews summarised that the 
financial disclosure could have an adverse impact on the reputation of IFIs due to its 
non-conformance towards Islamic principles (Haqqi, 2014). There was a gap in the 
terminology used by the standard setting body, AAOIFI, that requires a clear written 
statement that all non-Shariah income “has been cleansed” (AAOIFI, 2008) as 
compared to the BNM one that only requires the statement “non-Shariah income has 
been considered for cleansing” (BNM, 2011). This inconsistency could create 
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confusion among stakeholders. Hence, the present study has empirically established 
that a total of 70% of the respondents who are the Shariah officers working with the 
IFIs in Malaysia, agreed that the preferable method in channelling the non-Shariah 
income was through a charitable body. However, only 14% was given to poor people. 
Interestingly, a total of 17% of the respondents agreed that IFIs did channel the non-
Shariah income to overseas charitable bodies which could expose the IFIs if 
overseeing terrorist activities. The present study further provides empirical evidence 
that not all IFIs disclosed the recipients of non-Shariah income by IFIs and its purified 
amount in Malaysia which has raised a significant concern on the channelling and 
disbursement process of non-Shariah compliant income among Shariah personnel and 
whether adequate procedures are implemented in IFIs to safeguard the requirements 
of the AML Act as Shariah governance is not statutorily mentioned in the laws of 
Malaysia (Miskam and Nasrul, 2013). The present study also closes the gaps 
identified in the Chapter 2 of this thesis. 
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CHAPTER FIVE 
“Seeking knowledge is a duty upon every Muslim” 
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CHAPTER 5: SHARIAH AUTHORITY TO DEAL WITH NON-SHARIAH 
COMPLIANT INCOME IN MALAYSIA 
5.1 INTRODUCTION 
The SAC is the only authority body to regulate Islamic finance in Malaysia, as 
defined and established earlier under section 51 of the Central Bank of Malaysia Act 
2009. The SAC plays the vital role in the Shariah Governance Framework introduced 
by the Bank Negara Malaysia earlier in 2010, followed by the enactment of IFSA in 
2013 to ascertain, advise and provide IFIs on Islamic law of transactions and rulings 
on certain financial matters. 
Section 3 of IFSA 2013 (Islamic Financial Services Act , 2013), clearly mentioned the 
following roles of SAC in regards to Non-Shariah compliant income. The SAC must: 
1) immediately notify the bank and its Shariah committee of the bank; 
2) immediately cease from carrying on the business; 
3) within thirty days of being aware of the non-compliance, must submit a 
rectification plan to the bank; 
4) bank may carry out an assessment whether it is necessary for the bank to 
rectify the non-compliance referred to in section (3); 
5) any contravention of section (1) and (3) is said to commit an offence and 
liable to imprisonment for a term not exceeding 8 years or a fine not 
exceeding 25 million ringgit or both. 
This research has focused on the opinion of the members of the SAC and further 
explores their personal views pertaining to non-Shariah governance issues. Hence this 
chapter will examine their views on four different aspects which are, the 
understanding of Islamic finance; the Shariah Governance framework of Islamic 
banks in Malaysia; the legal regulatory framework governing non-Shariah compliant 
of Islamic banks in Malaysia; the purification of non-Shariah compliant income and 
its disclosure in the annual report of Islamic banks and others, which are the personal 
view of the interviewees on channelling funds to charity. 
Currently the SAC is consisting of ten members which are; 
1- Datuk Dr Mohd Daud Bakar  
2- Tan Sri Sheikh Ghazali Abdul Rahman  
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3- Prof Dr Mohamad Akram Laldin 
4- Prof Dr Engku Rabiah Adawiah Engku Ali 
5- Prof Dr Ashraf bin Md Hashim 
6- Dr Shamsiah Mohamad 
7- En. Burhanuddin Lukman 
8- Datuk Dr Zulkifli Mohamad al-Bakri 
9- Dato’ Abdul Aziz Abdul Rahim  
10- Associate Prof Dr Asmadi Mohamed Naim  
Due to time constraints and limited resources in getting the views of the members, the 
research study successfully interviewed the following members of the SAC who were 
subject matter experts in IFIs. A subject matter expert is defined as a person who is an 
authority over a particular area or topic and has capabilities which refer to their in-
depth knowledge and level of understanding of the topic in the industry. For the 
purpose of this research, Datuk Dr Mohd Daud Bakar was interviewed. He is 
currently the Chairman of the Shariah Advisory Council at the Central Bank of 
Malaysia, the Securities Commission of Malaysia and the Labuan Financial Services 
Authority. The second interviewee was Associate Prof Dr Asmadi Mohamed Naim 
who is an active educator at the University Utara Malaysia, a fellow member of the 
Shariah Advisory Council of Central Bank of Malaysia and also a member of the 
Shariah Advisory Council of Securities Commission of Malaysia.  
1- Datuk Dr Mohd Daud Bakar (Chairman).  
The researcher interviewed him on 12/04/2017 at the Malaysian Hall, Education 
Malaysia, Queensborough Terrace, London. Datuk Dr Mohd Daud Bakar also sits on 
several board of Scholars for other Islamic institutions such as the Shariah Advisory 
Council of Securities Commission Malaysia, the Shariah Advisory Council of Labuan 
Financial Services Authority, the Shariah Committee of International Islamic 
Liquidity Management, the Dow Jones Islamic Market Index, the Shariah Board of 
Noor Islamic Bank, the Dubai Shariah Board of the National Bank of Oman, the 
Shariah Board of Morgan Stanley, the Dubai Shariah Board of the Bank of London 
and Middle East and the Shariah Board of the Islamic Bank of Asia, Singapore. 
2- Associate Prof Dr Asmadi Mohamed Naim (Member) 
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The researcher interviewed him on 13/04/2017 via voice call over the internet. This 
method allows the researcher to interview the subject matter expert through voice and 
video across the internet via a real time connection (Lo lacono et al., 2016). The 
researcher uses the free online video conference application Skype. This application is 
trusted due to specific and unique Skype ID required to login. The Associate Prof. Dr 
Asmadi is the Dean of the Business School of University Utara Malaysia and is also a 
Shariah advisor registered with the Securities Commission of Malaysia. 
The findings of this chapter will further support and strengthen the aim and objectives 
of this research study as a whole by using a qualitative approach. The interview 
questions were originally developed based on the research questions, a literature 
review and questionnaire surveys conducted earlier. The researcher applied coded and 
thematic methods in analysing the interview results. It is important to note that both 
interviewees neither issued any pronouncements on behalf of the SAC nor represented 
the central bank of Malaysia, BNM but merely provided their own personal views on 
the specified issue discussed during the interviews. 
5.2 ANALYSIS OF INTERVIEWS BY SECTION 
There were three levels of interview analysis which were coded analysis, descriptive 
analysis and interpretive analysis (Konold and Well, 1981). As the interviewees were 
among the leading Shariah scholars that were currently directly involved directly in 
the SAC as active members, the descriptive analysis was applied to analyse the 
interview data to obtain clear opinions and views on the various questions as 
identified by the researcher. The SAC was chosen as the main source because it was 
the highest authority identified and was legally defined under the Shariah Governance 
Framework of Bank Negara Malaysia and Islamic Financial Services Act (2013).  
The researcher divided the interview question into four sections which were; 
Section 1 : The Understanding of Islamic finance 
Section 2 : The Role of Shariah governance  
Section 3 : The Legal regulatory framework governing non-Shariah compliance 
of Islamic banks in Malaysia 
Section 4 : The Purification of non-Shariah compliant income and its disclosure 
in the annual reports of Islamic banks 
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Section 5 : The Channelling non-Shariah compliant income to charities 
5.2.1 THE UNDERSTANDING ON ISLAMIC FINANCE 
Three questions were posed to Shariah scholars in this section to address the first 
research question, namely, how does the Shariah Advisory council for IFIs in 
Malaysia ensure the activities are in compliance with Islamic Finance and how the 
non-Shariah compliant events should be reported to the central bank of Malaysia, 
BNM. This sub-section further examines the understanding of the Shariah scholars’ 
views on Islamic banking products, the main challenges of Islamic banks, and the 
factors of non-Shariah compliant events: 
• Briefly explain your understanding on Islamic banks operations and 
products? 
Interviewees Responses  
Datuk Dr Daud 
Bakar 
Chairman of the 
Shariah Advisory 
Council of the central 
bank, Bank Negara 
Malaysia 
 
Islamic financial institutions, they are not traders, they are 
financial intermediaries, so they need to use deposits to 
channel the money to traders in society. They cannot be 
themselves as traders, they cannot be competing with real 
manufacturers, contractors, airline operators, shipping and 
whatnot and even the developers of property. so, they are 
supposed to be a financial intermediary, to lend money to 
the public, manage the asset liabilities every single day, at 
the same time to channel the money to the real economy 
sector but not become a form of credit themselves. They 
have to give the money to people to manage the money as 
financing so they are a financial intermediary, this is 
something that might be different from many scholars and 
economists saying that Islamic banking has to become real 
trader. I don’t subscribe to the idea because they cannot be 
competing with real people on the street because they are 
the one who give their time, effort and skills to develop the 
country but not the bank where bank is a financial 
intermediary. 
 165 
Assoc. Prof Dr 
Asmadi Mohamed 
Naim 
Member of the Shariah 
Advisory Council of 
the Central Bank, 
Bank Negara Malaysia 
 
Historically, the Islamic bank started with just a window 
from the establishment of Bank Islam Malaysia in 1983 and 
later Bank Muamalat. For a standalone Islamic bank, we 
know that the bank should follow Islamic principles totally, 
which relies on the Shariah Committee for approval. After 
that, they need to submit to the Central bank. But in terms of 
operations, normally the Shariah Committee will not 
interfere with the operations of an Islamic bank. However, a 
problem occurs when it comes to implementation. 
Sometimes, when they disburse the money without a proper 
contract. This will trigger non-Shariah compliance issues. 
Originally, the product approval that has been obtained has 
Shariah compliant status but in terms of operations, auditing 
and reviewing are required from time to time. So, when this 
issue occurs, to strengthen the governance of the Islamic 
bank the BNM initiated the Shariah Governance Framework 
in 2010 to further strengthen the new enactment of the IFSA 
2013 that superseded the Central Bank Act 2009, where 
judges should refer to the Shariah Advisory Council of 
BNM as the highest authority in terms of determining 
whether Shariah contracts are valid or not. This is just a 
brief in terms of Islamic operations and products. 
Conclusion All interviewees agreed that an Islamic bank acts as a 
financial intermediary. 
 
• State your view on the current challenges of Islamic banks? 
Datuk Dr Daud 
Bakar 
Chairman of the Sharia 
Advisory Council of 
the Central Bank of 
I think basically Islamic banks are not highly capitalised. 
Under the current system of Basel III, capital is very 
important so they have to either upscale the capital or they 
can issue Tier 1 or Tier 2 Sukuk to really boost up their 
capital. Without capital we cannot compete and be 
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Malaysia 
 
compliant with the regulatory requirements of Basel III. 
Assoc. Prof Dr 
Asmadi Mohamed 
Naim 
Member of the Shariah 
Advisory Council of 
Bank Negara Malaysia 
(BNM) 
 
I can’t see any challenges in terms of dealing with non-
Shariah compliant income. You know why? Because there is 
a strict regulation under IFSA 2013, under Shariah 
governance, Islamic banks should have a secretariat that 
consists of four units which are Shariah compliance, Shariah 
audit, Shariah review and Shariah research. Islamic banks 
should have a very strong Shariah secretariat as this cannot 
be combined unless the banks ask for an exemption from the 
BNM due to its smaller size. So, in terms of managing non-
Shariah compliant income. There are regulations on how to 
dispose of this money. They can give to the poor or charity 
and a Shariah Committee should decide which charitable 
body they should donate the money to. 
Conclusion Apparently, the interviewees were concerned about the 
regulations governing the IFIs from a technical and Shariah 
perspective and how the management of Islamic banks 
should respond to it.  
 
• Non-conformance of Shariah law might exist in the day-to-day operations 
of Islamic banks, what are the factors that contribute to this non-
conformity? 
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Datuk Dr Daud 
Bakar 
Chairman of the 
Sharia Advisory 
Council of the Central 
Bank of Malaysia 
Ignorance and a lack of standard operating procedures. 
Many banks, perhaps until today, do not have a clear SOP. 
When they are having problems to re-structure or default, the 
collection of fees, they not sure where to park or maintain 
proper accounting. This is a lack of standard operating 
procedures. What’s more, they have IT systems that are not 
built to discover or pick up or crawl non-compliance so there 
are 2 different worlds. Future code IT systems should embed 
and capture potential and actual breaches of non-compliance. 
Prof Madya Dr 
Asmadi Mohamed 
Naim 
Member of the 
Shariah Advisory 
Council of Bank 
Negara Malaysia 
(BNM) 
Normally, what is happening, though we have strengthened 
the governance, a non-Shariah compliant event can occur 
when staff who handle the money do not follow the 
manual of the product or SOP. Before disbursing the 
money, you have transacted the commodity murabahah 
between the seller and buyer, between a customer and a 
bank. When initiating a new customer, they will follow a 
procedure, however during the renewal of the facility, let’s 
say the company obtained a 10 million facility through a 
proper transaction. In the second year, they did not enter into 
a new transaction. So, a non-conformity occurs. So, we do 
not allow the bank to realise the profit that was already paid 
by the customer for the year and this will go to charity. 
Conclusion All Shariah scholars agreed that ignorance and SOP were 
main factors that contributed to non-Shariah compliant 
events.   
 
5.2.2 THE ROLE OF SHARIAH GOVERNANCE  
Three questions were posed to Shariah scholars in this section to continually address 
the previous research question. The study generated these questions to examine the 
Shariah scholars’ views on the roles of the Shariah Committee, the internal SOP of 
Islamic banks, and the effectiveness of Shariah governance: 
 168 
• Explain in detail the responsibility and role of a Shariah advisory board 
in Islamic banks? 
Datuk Dr Daud 
Bakar 
Chairman of the Sharia 
Advisory Council of 
the Central Bank of 
Malaysia 
The current understanding is that Shariah boards are not 
responsible for ensuring the compliance, it is the duty of the 
management of the bank, the Board of Director and also 
Senior Management. In fact, under the IFSA, the ultimate 
party to be liable for non-Shariah compliance is the Board of 
Directors. In fact, the Shariah advisors are the ones who put 
the standard, the parameter and make sure they endorse it 
but whether the Islamic banks are following the products 
and procedures fully is not their responsibility at the 
moment. They just endorsee authority and not the police 
and the judges. Someone else has got to do the monitoring. 
Prof Madya Dr 
Asmadi Mohamed 
Naim 
Member of the Shariah 
Advisory Council of 
Bank Negara Malaysia 
(BNM) 
Why we need very strong secretariat is to ensure end-to-end 
Shariah compliance of Islamic banks and a Shariah 
secretariat has to report to the Shariah Committee of the 
bank, but we are not putting the burden on the Shariah 
Committee to check every single transaction. That’s the 
role of the Shariah secretariat. So, the governance is 
strengthening the role of secretariat where it should have the 
head, review and audit twice a year. So, it will trigger non-
Shariah events. If we look at the regulation, if there is non-
Shariah compliance, they have to report to Bank Negara 
within 1 month, if not, the bank will be subject to a penalty 
imposed by the Bank Negara Malaysia. When they realise 
the non-Shariah compliant event, within two weeks, they 
have to submit the justification of their Shariah Committee 
to the Bank Negara. You may check the Shariah governance 
framework. The Shariah Committee’s role now is not just 
endorsing a product but to seeing end-to-end compliance 
of Islamic banks but through whom? through the 
Shariah secretariat. 
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Conclusion All interviewees believed that the Shariah Committee of the 
Islamic banks were responsible to ensure the product offered 
by the Islamic banks were fully compliant with Islamic 
principles. However, they also agreed that the management 
of the Islamic banks were responsible to ensure the product 
offered were fully implemented according to the approval 
granted by the Shariah Committee.  
 
• Do you agree that having specific guidelines for Islamic banks operations 
will ensure Shariah compliant activity? 
Datuk Dr Daud Bakar 
Chairman of the Sharia Advisory Council 
of the Central Bank of Malaysia 
Sure, but a guideline is not good enough, 
we have to create the GPS, we have to 
create an IT system so that every single 
thing you key in if the pricing or 
sequence of the contract are not correct, 
the system will alert. This is not 
happening nowadays. 
Assoc. Prof Dr Asmadi Mohamed 
Naim 
Member of the Shariah Advisory Council 
of BNM 
Yes. 
Conclusion All interviewees agreed that a specific 
guideline of Islamic bank will ensure 
Shariah compliant activity. However, 
more commitment is required, such as 
capability of IT systems to identify non-
Shariah risk. 
 
• So, do you think each Islamic bank has to have their own guideline or 
BNM has to come out with the guideline? 
 170 
Datuk Dr Daud Bakar 
Chairman of the Central Sharia Advisory 
Council of the Central Bank of Malaysia 
They have to have their own guideline as 
the guideline must be very tailor-made 
to the size of the bank. If you have a 
bigger size of asset, you have to have 
more people than if you have a small 
asset. 
Assoc. Prof Dr Asmadi Mohamed 
Naim 
Member of the Shariah Advisory Council 
of BNM 
The Bank Negara Malaysia is not 
micromanaging the banks. However, they 
provide governance. So, the bank should 
have their own SOP, manuals and 
compliance. Bank Negara Malaysia 
won’t issue a SOP. This will be the role 
of the Secretariat because we have 
strengthened the secretariat. We also put 
an obligation for the Islamic banks to 
have sufficient members in the 
secretariat. 
Conclusion Subsequently, when this related question 
was asked, the interviewees anonymously 
agreed that each Islamic bank should 
have their own SOP to manage their 
Islamic banking operations. 
 
• When Shariah governance is fully implemented, will non-Shariah events 
be eliminated? 
Datuk Dr Daud Bakar 
Chairman of the Central Sharia Advisory 
Council of the Central Bank of Malaysia 
We hope so but, in this world, we are not 
living in perfect conditions. There must 
be some breach, sometimes 
intentionally, or most of the time 
unintentionally. I have seen in my career 
for the last 20 years; big banks that have 
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been there for the last 20 years are still 
bound to commit mistakes, Same goes for 
audit, the same audit culture even though 
it’s a big company, something went 
wrong. 
Prof Madya Dr Asmadi Mohamed 
Naim 
Member of the Shariah Advisory Council 
of BNM 
Total elimination is not possible but it 
will be minimised. Some things are 
beyond our control. 
Conclusion All Shariah scholars agreed that available 
guidelines issued will not eliminate non-
Shariah events. 
 
5.2.3 THE LEGAL REGULATORY FRAMEWORK GOVERNING NON-
SHARIAH COMPLIANCE OF ISLAMIC BANKS IN MALAYSIA 
Four questions were posed to Shariah scholars in this section to address the second 
research question, namely, how does the adequacy of legal regulations by the Central 
bank of Malaysia in the case of non-Shariah compliant events ensure the IFIs prevent 
any rise of anti-money laundering activities. The study generated these questions to 
examine the Shariah scholars’ views on the reporting, treatment and policy of non-
Shariah income, as well as the charitable causes committed by the Islamic banks: 
• Based on your knowledge, is there any specific policy/ guideline issued by 
the Central bank to monitor the reporting of non-Shariah compliant 
income? 
Datuk Dr Daud Bakar 
Chairman of the Central Sharia Advisory 
Council of the Central Bank of Malaysia 
There is, they have to send the report 
first to the Board of Directors and the 
shareholders’ Annual General Meeting 
and also to the central bank. The amount 
and the source of non-halal or non-
Shariah compliance and the remedies be 
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taken, need to be put in their report to the 
central bank.  
Assoc. Prof Dr Asmadi Mohamed 
Naim 
Member of the Shariah Advisory Council 
of BNM 
Yes. The Shariah governance framework 
and the IFSA 2013. 
Conclusion All the Shariah scholars were aware that 
there is a guideline issued for the 
reporting of non-Shariah compliant 
income by Islamic banks to the central 
bank. 
 
• Briefly explain what the best procedure is when dealing with illegitimate 
income. 
Datuk Dr Daud Bakar 
Chairman of the Central Sharia Advisory 
Council of the Central Bank of Malaysia 
First, we have to ensure this is an 
illegitimate income because we cannot be 
taking a conservative point of view. We 
cannot assume this is illegitimate income, 
we need to ensure this is really 
illegitimate. Otherwise we are hurting the 
shareholders’ interests because they are 
putting their money, they want to have a 
good return. Secondly, when we have 
established that this income is not 
legitimate, we have to identify whose 
fault it is? From where it came to the 
system. Third, after identifying the source 
of income, we have to call for a special 
meeting, the sooner the better, to identify 
what to do with this income money. We 
have to be able to quickly dispose the 
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illegitimate income to charity. 
Assoc. Prof Dr Asmadi Mohamed 
Naim 
Member of the Shariah Advisory Council 
of BNM 
Normally a bank cannot not declare it as 
income, and they cannot recognise it as 
their income. If you check the annual 
report, they will report the illegitimate 
income. Their Shariah Committee is free 
to decide which body they want to 
donate it to. They also cannot gain any 
good name from the donation they made 
as if they get a benefit from it. 
Conclusion Anonymously the interviewees agreed 
that the illegitimate income should be 
disposed for charitable causes.  
 
• Explain the criteria of a charitable body for the purpose of distributing 
non-Shariah compliant income? 
Datuk Dr Daud Bakar 
Chairman of the Sharia Advisory Council 
of the Central Bank of Malaysia 
There are many standards but for me, it should 
be registered with the government. 
Otherwise we are opening the income to be 
distributed to many organisations which we 
don’t have a track record with. So, it’s very 
dangerous, so it’s good to give it to 
organisations which are registered. 
Assoc. Prof Dr Asmadi Mohamed 
Naim 
Member of the Shariah Advisory Council 
of BNM 
Normally, we are quite relaxed on the criteria 
of a charitable body. Regardless whether it’s 
an old folks’ home or madrasah or the poor. 
We are quite relaxed on the charitable body. 
Conclusion All the Shariah scholars agreed that non-
Shariah compliant income should be disposed 
of for charitable purposes, however, Datuk Dr 
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Daud Bakar opines that is should be one that is 
registered with the government, while Assoc. 
Prof Asmadi has a reverse option and believes 
there is no stringent policy on the criteria.  
 
• In your opinion, do you think Islamic banks have sufficient policies and 
regulations governing non-Shariah compliant income as a benchmark? 
Datuk Dr Daud Bakar 
Chairman of the Sharia Advisory Council 
of the Central Bank of Malaysia 
Yeah, we should. It is like the AML Act. We 
should have the same standard for non-
Shariah compliant income. This is a good 
idea if you can focus more on this, this will be 
good for your thesis.   
Prof Madya Dr Asmadi Mohamed 
Naim 
Member of the Shariah Advisory Council 
of BNM 
We have a policy for non-Shariah compliant 
income to be put aside, not to be declared as 
income. For example, non-Shariah compliant 
income can be used for research through the 
International Shariah Research and Advisory 
(ISRA) established by BNM. But to issue one 
standard governance of non-Shariah compliant 
income is not necessary, because now we 
already have the policy that non-Shariah 
compliant income cannot be declared as 
income. But to whom we should distribute 
the non-Shariah income to, we have a policy 
but it’s very relaxed to any charitable body 
or to poor people, as the policy does not 
mention specifically how to distribute the 
non-Shariah compliant income. We don’t 
have this as such. Not sure whether this is very 
important to issue this kind of policy. 
Conclusion All the Shariah scholars agreed that there was 
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no specific guideline or benchmark like the 
AMLA for non-Shariah compliant income that 
covers whom the income should be distributed 
to, how to distribute the non-Shariah compliant 
income etc.  
 
5.2.4 THE PURIFICATION OF NON-SHARIAH COMPLIANT INCOME AND ITS 
DISCLOSURE IN THE ANNUAL REPORTS OF ISLAMIC BANKS 
Four questions were posed to Shariah scholars in this section to investigate the third 
research question, how does financial disclosure in an annual report ensure 
transparency and prevent IFIs from financing terrorism activities. The study generated 
these questions to examine the Shariah scholars’ views on illegitimate income and the 
involvement of the Shariah Committee, and channelling funds to foreign charitable 
bodies: 
• What makes the income received by Islamic banks illegitimate? And who 
will determine the right way of disposing the illegitimate income? 
Datuk Dr Daud Bakar 
Chairman of the Sharia Advisory Council 
of the Central Bank of Malaysia 
The Shariah board determines but how 
we define it, there are many discussions. 
Some scholars might limit it to the 
contract which contradict the conditions 
i.e. the syarat. So, we have to see the 
degree of the breach, because in Islam the 
moment you breach the requirement, it 
does not make the contract void, it can be 
reparable, so the scholar has to decide. 
Assoc. Prof Dr Asmadi Mohamed 
Naim 
Member of the Shariah Advisory Council 
of BNM 
I already mentioned earlier. Normally, 
illegitimate income happens in the bank 
unintentionally. It happens when an 
officer overlooks the products, for 
example there is a disbursement without 
any transaction, so the bank is not entitled 
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to receive the profit paid by the customer. 
So, the bank should compensate or 
donate. And who will determine the right 
way of disbursing the illegitimate 
income? This will be determined by the 
Shariah Committee of the bank. 
Conclusion All the interviewees agreed that Shariah 
Committee will determine the illegitimate 
income of the Islamic banks that was 
caused by any violation of Shariah 
requirements.  
 
• What is the involvement of the Shariah advisory board in the review of 
non-Shariah compliant income disclosed in an annual report? 
Datuk Dr Daud Bakar 
Chairman of the Sharia Advisory Council 
of the Central Bank of Malaysia 
Discussion with many details. We have to 
understand every single cent reported to 
be illegitimate income, we cannot take it 
for granted, and we have to spend a lot 
of time because this is our liability and 
our trust. 
Assoc. Prof Dr Asmadi Mohamed 
Naim 
Member of the Shariah Advisory Council 
of BNM 
To verify that all activities of the bank 
were compliant with Shariah. 
Conclusion All the Shariah scholars agreed that they 
had direct involvement in the review of 
non-Shariah compliant income disclosed 
in the annual report. 
 
 177 
• Is there any issue Islamically for an Islamic bank to channel illegitimate 
income to overseas charitable bodies/ foundations? 
Datuk Dr Daud Bakar 
Chairman of the Sharia Advisory Council 
of the Central Bank of Malaysia 
As long as it is registered with the 
government, the World Bank and The 
Red Cross. It should be registered with a 
reputable body of the world. 
Assoc. Prof Dr Asmadi Mohamed 
Naim 
Member of the Shariah Advisory Council 
of BNM 
For the time being, our preference is to be 
local. I am not sure if any banks already 
donated to international parties, I am not 
sure but so far, there are no restrictions 
but the preference is local. 
Conclusion Based on the Shariah scholars’ points of 
view, Islamic banks are allowed to donate 
illegitimate income to foreign charitable 
bodies.  
 
• As a Shariah advisor, would you preferably monitor the end-to-end 
process of channelling non-Shariah compliant income including 
channelling funds to approved recipients? 
Datuk Dr Daud Bakar 
Chairman of the Sharia Advisory Council 
of the Central Bank of Malaysia 
I think we should at least monitor the 
reports every quarter or every year 
when it is distributed and to whom it was 
distributed by senior management. 
Prof Madya Dr Asmadi Mohamed 
Naim 
Member of the Shariah Advisory Council 
of BNM 
We are doing it now. Yes, we are doing 
it now, as they need to report to us, then 
we agree to channel to this to an 
institution. We know actually, sometimes 
we advise them to check whether this 
body is registered with Jabatan Agama 
Islam or not. 
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Conclusion The interviewees anonymously agreed 
that the Shariah Committee should 
monitor the end-to-end process of 
channelling non-Shariah compliant 
income including channelling funds to 
approved recipients. 
 
5.2.5 THE CHANNELLING OF NON-SHARIAH COMPLIANT INCOME TO 
CHARITY 
One question was posed to Shariah scholars in this section to continually understand 
the third research question as discussed earlier. The study generated this question to 
confirm the Shariah scholars’ views on the important step of distributing funds to 
charity: 
• First things first, what should the Islamic bank look into when 
channelling funds to charity? 
Datuk Dr Daud Bakar 
Chairman of the Sharia Advisory Council 
of the Central Bank of Malaysia 
Fund which deserve to be funded which 
deserve to be helped and also funds or 
charities which are registered with 
authorities and focus on the needs of 
society like welfare and education. It is 
good to have even distribution. 1/3 for 
education, 1/3 for welfare, 1/3 for 
Research and Development or what not. 
It should be well distributed among three 
or four beneficiaries in the community. 
Assoc. Prof Dr Asmadi Mohamed 
Naim 
Member of the Shariah Advisory Council 
of BNM 
Make sure that the organisation is 
genuine. 
Conclusion The interviewees raised a concern over 
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the beneficiaries of illegitimate income.  
 
5.3 CHAPTER CONCLUSION 
In summary, this chapter applied a qualitative approach to further address all the 
research questions. The recent literature reviews discussed that BNM has introduced a 
two-tier Shariah governance model where a Shariah Advisory Council (SAC) was 
established at the national level to issue Shariah pronouncements as a guide to the 
IFIs in Malaysia (BNM, 2010). The roles of SAC have been clearly addressed and 
strengthen in the IFSA 2013 (Shafii et al., 2015). Hence, opinions from the members 
of the SAC are very significant to understand the roles of Shariah officers, 
governance and Shariah principles within the IFIs in Malaysia. 
Firstly, the findings from the semi-structured interviews proved that Islamic banks 
generally play a similar role to conventional banks as financial intermediaries. In 
regards to Shariah governance, there is a challenge to implement technical standards 
into the daily operations of IFIs. Hanif (2011) opined that the understanding of 
conventional is vital to avoid any repetition of non-Shariah compliant transaction. 
Thus, IFIs should have specific guidelines to manage their people and IT systems. 
The previous studies also discussed the unclear roles of Shariah advisors, lack of 
standardised guidelines, ambiguous legal frameworks, contradiction of opinions on 
Shariah rulings amongst scholars and various degrees of strictness in terms of Shariah 
rulings were the reasons contributing to the failure of Islamic finance (Sekreter, 2013; 
Tett, 2007).  However, having specific guidelines does not eliminate non-Shariah 
compliant events from occurring at all. The incident of non-Shariah compliant event 
can be occurred due to other unforeseen factors. As the result, an ignorance of 
regulatory requirements and IT systems will further contribute to the operational 
failure in complying with Shariah principles. These findings empirically assess the 
understanding of Shariah officers on reporting of non-Shariah income and further 
explore types of non-Shariah compliant transactions reported by IFIs in Malaysia. 
Subsequently, the first research question, namely, how does the SAC for IFIs in 
Malaysia ensure their activities follow Islamic principles is addressed.    
Secondly, the findings from the expert interviews answered the second research 
question. In theory, not all non-Shariah compliant income must be channelled to 
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charitable causes due to the nature of non-compliance with Shariah principles (Ali et 
al.,2013). The available guidelines issued to specifically identify a purification 
method were also derived from various criteria and database (Md Hashim, A. and 
Habib, F., 2016). The appointed Shariah advisor must verify and approve the 
purification method implemented by the IFIs (ALFI, 2012). Having said that, BNM as 
the sole regulator of IFIs in Malaysia has issued a reporting of non-Shariah events 
(BNM, 2013).  
However, it was noted from the Shariah experts that IFIs must enhance the 
channelling process of non-Shariah compliant income to the appropriate beneficiaries 
according to the objectives of Shariah. This finding empirically addresses the concern 
on the disclosure of the recipients of non-Shariah income by IFIs and its purified 
amount in Malaysia.  
Finally, the findings addressed the third research question, namely, how does 
financial disclosure in an annual report ensure transparency and prevent IFIs from 
financing terrorism activities. The recent literature review exposed that there was a 
research paper which investigated the connection between a Saudi-based Muslim and 
founder of Al-Qaeda, through charitable bodies called the Al-Wafa Humanitarian 
Organization. (Levitt, 2003; Haigner et al., 2012; Brisard, 2002; Wilkinson, 2005; 
Freeman and Ruehsen, 2013; Chapman, 2016).  This evidences that the connection is 
possibly established by all means. The findings from the interviews supported that, 
Islamic banks can donate income to foreign bodies, However, this will open up more 
exposure to foreign terrorist activities. Channelling fund to charity is completely 
different as compared to CSR activity in nature where the marketing strategy will be 
pre-planned and implemented within the applicable laws (The Economist, 2009; 
Farrelly and Greyser, 2007; Information Resources Management Association, 2014; 
Friedman, 2002; European Commission, 2015). 
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CHAPTER SIX 
"Are those who have knowledge and those who have no knowledge alike? Only the 
men of understanding are mindful " 
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CHAPTER 6: CONTENT ANALYSIS AND FINDINGS OF AUDITED 
FINANCIAL STATEMENTS 
 
6.1 INTRODUCTION 
By virtue of Paragraph 2.1 of the Shariah Governance Framework guidelines by the 
Central Bank of Malaysia, the Shariah Committee plays an important role to ensure 
that all its operations and business activities are in accordance with Shariah, it 
provides comprehensive guidance to the board and outlines the functions relating to a 
Shariah review, Shariah audit, Shariah risk management and Shariah research. In 
respect to the state of compliance with Shariah principles, IFIs should disclose the 
Shariah Committee’s Report as part of the Annual Report, signed by no less than two 
Shariah Committee members. For the purpose of this study, the researcher will look 
into the minimum disclosure requirements in Financial Reporting for Islamic Banking 
Institutions and Shariah Governance Framework for Islamic Financial Institutions 
guidelines issued by BNM in order to address the research questions and literature 
review developed earlier in the Chapter 1 and 2 of this thesis. The selected criteria 
and code can be divided into the following sections: 
(1) The Role of Shariah Governance  
(2) The Regulatory and Statutory Requirements for Shariah Compliance  
(3) The Disclosures of non-Shariah compliant income 
(4) Financial Disclosure 
6.2 ANALYSIS of EXISTING DATASET FROM AUDITED ANNUAL REPORTs 
OF ISLAMIC BANKS 
In Malaysia a company will categorise as public limited or known as “Berhad” if 
listed by the BURSA Malaysia. Due to time constraints, four major Islamic banks in 
Malaysia were chosen, which were: Maybank Islamic Berhad (a subsidiary of 
Maybank Berhad), CIMB Islamic Bank Berhad (a subsidiary of CIMB Group), RHB 
Islamic Bank Berhad (a subsidiary of RHB Bank) and Bank Islam Malaysia Berhad 
(the first standalone Islamic bank established in Malaysia). These samples represented 
the majority of respondents of the questionnaires survey and 25% of the total sixteen 
Islamic banks licensed and regulated by the Bank Negara Malaysia, Securities 
Commission and Bursa Malaysia (International Financial Reporting Standards, 2015) 
 183 
 
6.2.1 THE DATA COLLECTION METHOD USING ANNUAL REPORTS FOR 
SELECTED ISLAMIC BANKS 
The following elements were collected from published annual reports for the year 
2016: 
Section 1: The Role of Shariah Governance 
First and foremost, this section addresses the first research question, namely, how 
does the Shariah Advisory council for IFIs in Malaysia ensure the activities follow 
Islamic Finance and how non-Shariah compliant events should be reported to the 
authority (Central Bank of Malaysia) by investigating the following criteria: 
Shariah Committee 
Fees in Ringgit 
Malaysia 
Data extracted from a Statement of comprehensive income 
and Note to Directors' fees and other remunerations. Total 
fees paid to Shariah committee members for the year by 
Islamic banks.  
Non-Executive 
Director Fees in 
Ringgit Malaysia 
Data extracted from a Statement of comprehensive income 
and Note to Directors' fees and other remunerations. Total 
fees paid to Board members for the year by Islamic banks.  
Roles & 
responsibility of 
Shariah Committee 
Data extracted from the Directors' Report. Affirmation of the 
roles and responsibilities of the Shariah Committee by bank's 
directors. 
 
Previous literature reviews mentioned that all products offered by the IFIs must 
conform with Islamic principles (Al-Qaradhawi,1960; Khalid, 1995; Kasim et 
al.,2013) and approved by the Shariah advisor (Sekreter, 2013; Arshad and 
Wardhany, 2012; Ali et al.,2013; Marines 2001).  BNM (2010) has issued the Shariah 
Governance Framework, the Shariah Committee is responsible and accountable for all 
Shariah decisions, opinions and views provided by them to the IFIs. Section 28(5) on 
the other hand, clearly mentioned that the management or board of directors can be 
sentenced up to eight years or a fine not exceeding twenty-five million ringgits or 
both in case of non-Shariah compliant events occurred (IFSA, 2013).   
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The table below further explains the information and values extracted from the 
Annual Report 2016: 
Table 33.0 Commitment of Boards towards the roles and responsibilities of 
Shariah Committee and Fees Paid to Shariah Committees. 
Elements Maybank 
Islamic 
CIMB Islamic RHB Islamic Bank Islam 
Malaysia Berhad 
Shariah 
Committee 
Fee in 
Ringgit 
Malaysia 
                          
726,000  
                      
1,026,000  
                       
513,000  
                                            
416,000  
Non-
Executive 
Director Fees 
in Ringgit 
Malaysia  
836 000 574 000 553 000 1,076,00 
Roles & 
responsibility 
of Shariah 
Committee 
Affirmation 
on the roles 
and 
responsibilitie
s of Shariah 
Committee 
and on the 
principal 
activities 
which is the 
Islamic 
banking 
business. 
Affirmation on 
the roles and 
responsibilities 
of Shariah 
Committee and 
on the 
principal 
activities 
which is the 
Islamic 
banking 
business. 
No affirmation 
from Directors 
on the roles and 
responsibilities 
but on the 
principal 
activities which 
is the Islamic 
banking 
business. 
No affirmation 
from Directors on 
the roles and 
responsibilities 
but on the 
principal 
activities which is 
the Islamic 
banking business. 
Table 33 Commitment of Boards towards the roles and responsibilities of Shariah 
Committee and Fees Paid to Shariah Committees 
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Table 33.0 shows that the Board of Directors for Maybank Islamic Berhad and CIMB 
Islamic Berhad have clearly mentioned their commitments towards the roles and 
responsibilities of Shariah Committees in the Directors’ Report as required by the 
Shariah Governance Framework of BNM. On the other hand, the other two banks 
indicated that the bank in principle offers banking products that comply with Shariah. 
Moreover, the total fees paid by the major banks to the Shariah committees in 2016 
was almost RM2.7 million. Figure 8.0 below further suggests the comparison between 
the fees paid to Shariah Committees and Non-executive Directors.  
 
Figure 6 Fees Paid to Shariah Committee members and Non-Executive Directors by 
Major Islamic Banks 
These findings empirically indicate a high level of understanding and commitment 
from the top management of IFIs towards the important roles and functions of the 
Shariah Committee to ensure the operations were in compliance with Shariah 
principles. 
Section 2: The Regulatory and Statutory Requirements for Shariah Compliance 
The study extracted the following criteria to examine the second research question, 
namely, how does the adequacy of legal regulations by the Central bank of Malaysia 
in the case of non-Shariah compliant events ensure the IFIs prevent any rises of anti-
money laundering activities: 
Zakat Data extracted from the Shariah Committee report, 
0200,000
400,000600,000
800,0001,000,000
1,200,000
Maybank IslamicBerhad CIMB Islamic Berhad RHB Islamic Berhad Bank Islam MalaysiaBerhad
Fees Paid to Shariah Committee members and Non-Executive Directors by Major Islamic Banks
Shariah Committee Fee in Ringgit MalaysiaNon-Executive Director Fees in Ringgit Malaysia
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Statements of Financial Position and the Summary of 
Significant Accounting Policies  
At least 2 
signatures of 
qualified Shariah 
advisors  
Data extracted from the Shariah Committee Report. 
Members of the Shariah Committee expressed their opinion 
on the operations of the Islamic bank. 
Independent 
Auditor 
Data extracted from the Independent Auditor Report. The 
statutory audit required by Malaysian law for public listed 
companies. 
The table below further explains the information and values extracted from the 
Annual Report 2016: 
Table 34.0 Opinions and views issued by independent parties on Zakat 
payments, compliance with Shariah requirements and financial statements. 
Elements Maybank 
Islamic 
CIMB Islamic RHB Islamic Bank Islam 
Malaysia 
Berhad 
2016 2016 2016 2016 
At least 2 
signatories 
of qualified 
Shariah 
Committee
s 
Signed by 
2 
members 
Signed by 2 
members 
Signed by 2 
members 
Signed by 2 
members 
Zakat Pays zakat 
for its 
business 
but not on 
behalf of 
depositors 
or 
shareholde
Pays zakat for its 
business on behalf 
of its shareholders' 
fund. 
Pays zakat for its 
business but not on 
behalf of depositors 
or shareholders. 
Pays zakat for 
its business 
on behalf of 
shareholders. 
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rs. 
Independe
nt Auditor 
Ernst & 
Young 
PricewaterhouseCo
opers 
PricewaterhouseCo
opers 
KPMG 
Table 34 Opinions and views issued by independent parties on Zakat payments, 
compliance with Shariah requirements and financial statements 
As shown in Table 34.0, the Shariah Committee reports have been agreed and signed 
by at least 2 members. In addition to that, there are different practises among the 
Islamic banks in computing Zakat payments either the zakat amount to be paid on 
behalf of their shareholders or depositors. Overall, all the annual reports of the 
selected Islamic banks have been prepared and reviewed by qualified independent 
auditors as required for statutory reporting. 
Section 3: Disclosures of non-Shariah compliant income  
To address the third research question, how does financial disclosure in an annual 
report ensure transparency and prevent IFIs from financing terrorism activities, this 
section extracted the following criteria from the audited annual reports: 
Non-Shariah Compliant events Data extracted from the Shariah 
Committee Report and Notes to Shariah 
Disclosures. Members of the Shariah 
Committee expressed their opinions on 
the operations of the Islamic bank. 
Rectification of non-Shariah 
compliant events 
Data extracted from the Shariah 
Committee Report. Corrective action 
proposed and agreed by the Shariah 
committee members. 
Non-Shariah Compliant income in 
Ringgit Malaysia 
Data extracted from Notes to Shariah 
disclosure, the Shariah Committee report 
and Notes to Sources and uses of charity 
funds. Non-Shariah compliant income 
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reported by the Shariah committee 
members for the year. 
Distribution and List of Recipients of 
Non-Shariah compliant Income 
Data extracted from Notes to Shariah 
disclosure or the Shariah Committee 
report. Charitable bodies or causes 
approved by the Shariah Committee 
members. 
 
The table below further explains the information and values extracted from the 
Annual Report 2016: 
Table 35.0 Disclosures of Non-Shariah Compliant Events, Rectification and 
Income 
Elements Maybank 
Islamic 
Berhad 
CIMB 
Islamic 
Berhad 
RHB Islamic 
Berhad 
Bank Islam 
Malaysia 
Berhad 
Year 2016 2016 2016 2016 
Non-Shariah 
Compliant 
event 
1) Non-
existence of 
underlying 
assets, Aqad 
and non-
eligible 
assets. 
2) Late 
payment 
charges 
1) Creation 
of a fixed 
deposit for 
Islamic 
financing 
account 
involving 
Takaful 
claims. 
None 1) Incomplete 
Tawarruq 
transactions 
2) Remittance 
services 
executed for 
non-Shariah 
compliant 
transactions 
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Rectification 
of non-
Shariah 
compliant 
event 
Improve 
procedures, 
legal 
documents 
and other 
control 
mechanisms 
1) Update the 
bank 
procedures 
2) Remove 
elements that 
do not 
comply with 
Shariah 
None 1) Improve 
operational 
failures 
Non-Shariah 
Compliant 
income in 
Ringgit 
Malaysia 
94,000 Nil Nil 8,829 
Distribution 
and List of 
Recipients of 
non-Shariah 
Compliant 
Income 
NGO None 1)NGO 
2) School and 
education funds 
3) 
Mosque/Madrasah 
1)NGO 
2) Da'wah 
activities 
3) School 
Table 35 Disclosures of Non-Shariah Compliance Events, Rectification and Income 
 
As shown in Table 35.0, the Islamic banks have disclosed all Non-Shariah compliant 
events and their rectification processes for the year. The total of non-Shariah income 
for the four major Islamic banks was MYR186,927, as reported in 2016.  
In the case of CIMB Islamic Bank and RHB Islamic Bank, non-Shariah compliant 
events occurred but did not result in any non-Shariah compliant income, but just 
required corrective action to be taken internally. Surprisingly, only Maybank Islamic 
Berhad reported late payment charges as a breach of Shariah principles and disclosed 
it in the Note to Sources and Uses of Charity Funds. No such non-compliance event 
was reported to have occurred within the operations of RHB Islamic Bank Berhad in 
2016. The reporting of such an event is totally reliant on the justification and 
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reporting of work carried out by internal Shariah personnel who have been dealing 
with the operation of Islamic banks as required by the Shariah governance framework 
of BNM. Hence, this suggests different practices and perspectives in identifying, 
rectifying and reporting the non-Shariah compliant events and any income derived 
from its non-conformity. 
In addition to that, no specific beneficiaries were disclosed and reported received 
benefits from the non-Shariah income. However, in the case of RHB Islamic Bank 
and Bank Islam Malaysia Berhad, the recipients of the income have been categorised 
into specific groups which were; 
• Da'wah activities 
• School 
• Mosque/ Madrasah 
• NGO 
Section 4: Financial Disclosures  
This section continues to examine the third research question above. The extracted 
criteria were extended to further investigate how financial disclosure in an annual 
report prevents IFIs from financing terrorist activities: 
Distributed Non-
Shariah income 
Data extracted from Notes to Sources and uses of charity 
funds. Total distributed non-Shariah income for the year. 
Undistributed non-
Shariah income 
Data extracted from Notes to Sources and uses of charity 
funds. Total undistributed non-Shariah income for the year. 
Undistributed 
Charity funds 
Data extracted from Notes to Sources and uses of charity 
funds. Total undistributed charity for the year. 
Net Profit in 
Ringgit Malaysia 
('000) 
Data extracted from Statement of comprehensive income. 
Net profit for the year.   
Total Net Income 
in Ringgit Malaysia 
('000) 
Data extracted from the Income statement. Total net income 
for the year.  
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Table 36.0 below explaining further the information and values extracted from the 
Annual Report 2016: 
Elements Maybank 
Islamic 
CIMB Islamic RHB Islamic Bank Islam 
Malaysia 
Berhad 
Year 2016 
Distributed 
Non-Shariah 
income 
                             
94,000  
                                      
Nil 
                           
Do not disclose 
                                         
13,000  
Undistributed 
Non-Shariah 
income 
Nil Nil Do not disclose                                                  
5,000  
Undistributed 
Charity funds 
Nil Nil 93,000  Nil 
Net Profit in 
Ringgit 
Malaysia 
('000) 
                       
1,337,727  
                          
543,201  
                       
324,784  
                                            
530,962  
Total Net 
Income in 
Ringgit 
Malaysia 
('000) 
                       
3,137,147  
                      
1,217,567  
                       
683,731  
                                         
1,648,619  
Table 36 The information and values extracted from the annual report 2016 
 
As shown in the table above, the non-Shariah income disclosed in the annual report 
has been distributed in the same year except for RHB Islamic Bank where there was a 
balance of MYR94 000 that was reported in the Note to the Undistributed Charity 
Funds and Bank Islam Malaysia Berhad, which only distributed non-Shariah 
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compliant income which amounted to MYR13 000, instead of MYR18 000. These 
findings indicated that there was no clear separation in reporting the computation of 
non-Shariah compliant income and other normal charity funds compared to Zakat 
payable that was clearly shown in the Net Profit Before Zakat and Tax of Financial 
Statement, as well as in the Note to the Financial Statement. The table also shows the 
total net profit and total net income of the Islamic banks for the year. 
In this research study, the researcher analysed the data in tabulated form to identify 
and further study the pattern of non-Shariah compliant events and income disclosed 
by the selected Islamic banks from the annual reports of 2014 and 2015:
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IFIs Maybank Islamic Bank 
Berhad 
CIMB Islamic Bank Berhad RHB Islamic Bank Berhad Bank Islam Malaysia Berhad 
Element 2015 2014 2015 2014 2015 2014 2015 2014 
Non-
Shariah 
Compliant 
event 
1)Non-
existence of 
underlying 
assets, aqad 
and non-
eligible 
assets. 
2) Income 
earned above 
selling price 
3) Income 
from 
financing 
non-
permissible 
1)Non-
existence of 
underlying 
asset, aqad 
and non-
eligible 
asset. 
2) Income 
earned above 
selling price 
3) Income 
from 
financing 
non-
permissible 
activities. 
1) Term 
Financing-I 
secured by 
Amanah 
Saham 
Bumiputera 
using dual 
wakalah 
instead of one. 
2) Usage of 
conventional 
terminology 
3) Motor 
vehicle 
covered by 
conventional 
1) Web 
banner 
advertisement 
failed to 
comply with 
Shariah 
None None 1)Withdrawa
l of 
placement 
before 
trading 
2) 
Incomplete 
Tawarruq 
3) Absence 
of Tawarruq 
transaction 
Inaccurate 
calculation 
of 
Safekeeping 
Fees for Ar-
1) Term 
Deposit-I 
Tawarruq 
2) Labbaik 
Account-I 
(modaraba 
based) 
3) 
Negotiable 
Islamic debt 
certificate 
(Bai Inah 
based) 
4) 
Commission
s received 
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activities. 4) Lapse in 
execution of 
transactions, 
non-
suitability of 
marketing 
collaterals. 
insurance 
4) CIMB 
Property Mart 
used 
conventional 
document 
5) Female 
model used in 
marketing 
materials of 
Islamic 
products do 
not conform 
with Shariah 
6) Non-
execution of 
Commodity 
Murabaha 
Rahn Legacy 
Accounts 
from non 
Shariah 
compliant 
merchants 
5) Interest 
received 
from nostro 
accounts 
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Non-
Shariah 
Compliant 
income in 
Ringgit 
Malaysia 
               
56,098  
                
27,000  
                                   
-    
              
1,000  
                     -                         -                    
7,768  
                
3,360  
Distribution 
and List of 
Recipients 
of Non-
Shariah 
Income 
NGO NGO 1) 
Government 
agencies 
1) NGO 
2) 
Government 
agencies 
Do not 
disclosed 
Do not 
disclosed 
None 1)NGO 
2) School 
Rectificatio
n of non-
Shariah 
compliant 
event 
Improve 
procedures, 
legal 
documents 
and other 
control 
Improve 
procedures, 
legal 
documents 
and other 
control 
1) Update the 
bank's 
procedures 
2) Remove 
elements that 
do not comply 
with Shariah 
1) Update the 
bank's 
procedures 
2) Remove 
elements that 
do not comply 
None None 1) Improve 
the 
operational 
failure 
1) Enhance 
controls and 
awareness. 
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mechanism mechanism 3) Training on 
Shariah 
governance 
framework 
with Shariah 
Shariah 
Committee 
Fee in 
Ringgit 
Malaysia 
721,000 74d6,000 1,114,000 817,000 454,000 325,000 349,000 352,000 
Directors 
Fee 
785,000 448,000 297,000 153,000 611,000 630,000 1,096,000 1,046,000 
Roles & 
responsibilit
y of Shariah 
Committee 
Affirmation 
on the roles 
and 
responsibiliti
Affirmation 
on the roles 
and 
responsibiliti
Affirmation 
on the roles 
and 
responsibilitie
Affirmation 
on the roles 
and 
responsibilitie
No 
affirmation on 
the roles and 
responsibilitie
No 
affirmation 
from 
Directors on 
No 
affirmation 
from 
Directors on 
No 
affirmation 
from 
Directors on 
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es of Shariah 
Committee 
and on the 
principal 
activities 
which is 
Islamic 
banking 
business. 
es of Shariah 
Committee 
and on the 
principal 
activities 
which is 
Islamic 
banking 
business. 
s of Shariah 
Committee 
and on the 
principal 
activities 
which is 
Islamic 
banking 
business. 
s of Shariah 
Committee 
and on the 
principal 
activities 
which is 
Islamic 
banking 
business. 
s of Shariah 
Committee 
but on the 
principal 
activities 
which is 
Islamic 
banking 
business. 
the roles and 
responsibilitie
s but on the 
principal 
activities 
which is 
Islamic 
banking 
business. 
the roles and 
responsibiliti
es but on the 
principal 
activities 
which is 
Islamic 
banking 
business. 
the roles and 
responsibiliti
es but on the 
principal 
activities 
which is 
Islamic 
banking 
business. 
Distributed 
Non-
Shariah 
income 
               
56,098  
                
27,000  
                          
41,000  
                 
367,000  
                                            
-    
        
-    
                       
-    
             
61,000  
Undistribut
ed Non-
Shariah 
income 
0 0 0 0 0 0                 
9,000  
                       
-    
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Undistribut
ed Charity 
funds 
0 0 0                     
41,000  
0 0                 
2,000  
           
194,000  
Independen
t Auditor 
Ernst & 
Young 
Ernst & 
Young 
Pricewaterhou
se 
Coopers 
Pricewaterhou
se 
Coopers 
Pricewaterhou
se 
Coopers 
Pricewaterhou
se 
Coopers 
KPMG KPMG 
Table 37 Data tabulated for the selected annual reports of Islamic banks in 2014 and 2015
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Section 1: Understanding and Commitment towards Shariah Governance 
In the case of Maybank Islamic, Table 37.0 showed similar non-Shariah events 
occurred in 2014, 2015 and 2016, the same rectification was approved by the Shariah 
Committee in 2014 and 2015. However, the same non-Shariah event still occurred in 
2016 in regard to the non-existence of underlying assets, aqad and non-eligible assets. 
There was no computation of non-Shariah income disclosed by the bank at all. 
As shown in the above Table 37.0, different non-Shariah events occurred within the 
operations of CIMB Islamic Bank Berhad in 2014, 2015 and 2016. The same 
rectification was approved by the Shariah Committee in 2014 and 2015. There was 
also a lack of computation formulas for non-Shariah income disclosed by the bank.  
In the case of Bank Islam Malaysia Berhad, different non-Shariah events occurred 
within the operations in 2014, 2015 and 2016, except for the incidents related to 
Tawarruq transactions, however a different approach was used each year in rectifying 
such events. Surprisingly, no non-Shariah events were disclosed in the case of RHB 
Islamic Bank, however at the same time, there were undistributed charity funds 
disclosed in the Annual Report 2016. 
In addition to that, the total fees paid by the major banks to Shariah committees in 
2014 and 2015 was about RM2.2 million and RM2.6 million. Chart 4.0 below 
illustrates the comparison between fees paid to Shariah Committee and Non-executive 
Directors from 2014 until 2016. 
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Figure 7 Fees Paid to Shariah Committee members and Non-Executive Directors by 
Major Islamic Banks from 2014 until 2016 
Figure 9.0 showed that CIMB Islamic paid a fee to the Shariah Committee higher than 
its Non-Executive directors since 2014, compared to RHB Islamic and Bank Islam 
Malaysia. On the other hand, Maybank Islamic paid its Shariah Committee lower than 
its non-directors in 2015 and 2016.  
Section 2: Regulatory and Statutory Requirements for Shariah Compliance 
Overall, the selected Islamic banks complied with the regulations and the statutory 
reporting requirements on Zakat computation by having at least two signatories of 
Shariah members and a fair view and reasonable assurance from independent auditors 
since 2014.  
Section 3: Disclosures of non-Shariah compliant income 
As shown below, the total of non-Shariah income increased between 2014 to 2016 
among the selected Islamic banks; 
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Figure 9.0:Fees Paid to Shariah Committee 
members and Non-Executive Directors by 
Major Islamic Banks from 2014 until 2016
Shariah Committee Fee in Ringgit MalaysiaNon-Executive Director Fees in Ringgit Malaysia
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Figure 8 Non-Shariah Compliant Income in Ringgit Malaysia between 2014 and 2016 
 
In addition to that, none of the banks disclosed late payment charges as part of non-
Shariah compliance events, except for Maybank Islamic Berhad in 2014 and 2015. 
This finding demonstrates different practises and decisions among Shariah personnel 
and the Shariah Committee in reporting such events. Indeed, no such non-compliance 
event was reported and disclosed by RHB Islamic Bank Berhad in three consecutive 
years from 2014. 
There were also no specific beneficiaries reported in the Annual Report in 2014 and 
2015 in regard to the recipients of non-Shariah income. In the case of CIMB Islamic 
Bank, there was an additional beneficiary of the income which were government 
agencies, however no further details were disclosed in the Notes. 
Section 4: Financial Disclosure  
As shown in Table 37.0, all non-Shariah income disclosed in the annual report was 
distributed in the same year, except for Bank Islam Malaysia Berhad, where there was 
a balance of RM9,000 undistributed income reported in the Note of the Undistributed 
Charity Fund. This finding demonstrates that there is a lack of standardisation and 
clarity in the disclosing and reporting of non-Shariah income in the annual report. The 
chart below shows the movement of non-Shariah income compared to the net profit 
and net income of the Islamic banks from 2014 until 2016. There is a limitation of this 
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research study to analyse evidence that non-Shariah income will affect the net income 
and profit of the Islamic banks in the long run. 
 
Figure 9 Total Non-Shariah Income, Net Profit and Net income 
6.3 DEVELOPING DISCLOSURE OF A SHARIAH NON-COMPLIANCE (SNC) 
INDEX 
Disclosure can be referred to as information disclosed by the company and it becomes 
mandatory if required by the regulatory act and voluntary if not required to do so 
(Ponce et al., 2016). 
Developing SNC Indexes might be used as a tool for the public to take into 
consideration, rendering available banking facilities in the market, it will allow 
investors to make an informed decision and regulators to monitor and regulate IFIs in 
Malaysia. Disclosures available in the audited annual report and SNC reporting 
collected by the central bank of Malaysia are required to develop and maintain a 
reliable SNC index. This scoring also addresses the third research questions, how 
does Financial disclosure in an annual report ensure transparency and prevent IFIs 
from financing terrorist activities. 
Ariff (2017) further commented that the Islamic banks in Malaysia would rather 
compete with its conventional counterparts rather than among the Islamic banks. 
Therefore, by having this SNC Index, healthy competition could be created within the 
industry. However, due to restricted access to the data of SNC reporting to BNM by 
the IFIs, the researcher relied heavily on audited annual reports and financial 
statements of IFIs available publicly on their IFI websites. The relevant attributes or 
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indicators were categories based on Reporting guideline issued by the BNM that was 
mandatory to be disclosed. No non-mandatory requirements were taken, such as from 
the AAOIFI guideline were used in this Index. 
In order to develop an overall disclosure score, the researcher also selected and 
reviewed audited annual reports of IFIs represented by the respondents as discussed in 
section 4 of this research paper.   
6.4 SAMPLES AND INDICATORS OF DISCLOSURES OF NON-SHARIAH 
COMPLIANCE (NSC) SCORES 
6.4.1 SAMPLES 
This study also attempts to rank IFIs in accordance with the level of disclosure of 
SNCs based on the collection of indicators checklist developed to measure the level of 
compliance among the IFIs. The sample for this research contained four major Islamic 
banks in Malaysia licensed under BNM to offer Islamic banking products. The data 
covered the period between 2014 and 2016. 
 
6.4.2 INDICATORS OF DISCLOSURE OF NSC 
There were 25 indicators extracted from the mandatory requirements of disclosure 
issued by local regulators, BNM. The detail of the guidelines are as follows: 
• Shariah Governance Framework for IFIs 2010 
• Guidelines on Late Payment Charges for Islamic Financial Institutions 2012 
• Financial Reporting for Islamic Banking Institutions 2016 
This index will exclude the requirement issued by other renowned Islamic finance 
bodies such as IFSB and AAOIFI as industry best practises. The indicators’ checklist 
can also be divided into seven parts, namely Commitment of Shariah Compliance, 
Zakat Payable and Compliance with MFRS, Recognition of Income, non-Shariah 
Compliance Income, Derecognition of Gharamah (Penalty) and Distribution of Non-
Shariah Compliance Income and Purification of non-Shariah Compliance Income.  
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No Regulatory Requirements Number of Indicators 
i- Disclosures on the Commitment of Shariah Compliance  
IFIs shall disclose the following requirements as set out in the Paragraph 2.9 of the Shariah 
Governance Framework for Islamic Financial Institutions 
1. IFIs to disclose in the Introductory 
Paragraph the following:  
a. purpose and identify the Shariah 
committee’s engagement toward the 
Islamic banks 
2 
b. a clear statement of management’s 
responsibility in ensuring compliance 
of Shariah principles. 
2. IFIs to disclose the nature of the work 
performed: 
a. confirmation that the Shariah 
Committee has performed appropriate 
tests, procedures and review work 
1 
3. IFIs to disclose the Shariah 
Committee’s Report as part of the 
Annual Report, signed by not less 
than two Shariah Committee 
members. 
1 
4. IFIs to disclose and express the 
Shariah Committee’s opinion on the 
licensed person’s compliance with 
Shariah in respect of: - 
a. contracts and related 
documentation used 
5 
b. appropriateness of Shariah for the 
allocation of profit between 
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shareholders and investment account 
holders; and where appropriate 
c. disposal of any earnings from 
prohibited sources/means to 
charitable causes; 
d. zakat computation; and 
e. any known non-compliance with 
Shariah and action taken to remedy 
such non-compliance as reported by a 
licensed person as specified in the 
Circular on Non-Shariah Compliance 
Reporting 
ii- Disclosures of Zakat Payable and Compliance with MFRS 
Section 10.6 of Financial Reporting for Islamic Banking Institutions issued by BNM on 5 
February 2016 requires that the explanatory notes be disclosed in the annual financial 
statements of IFIs as the following: 
5. Section 10.6 requires IFIs to disclose 
the recognition and measurement 
accounting policies on the following: 
(a) (ii) IFIs to disclose the following 
if MFRS requirement is not 
implemented due to Shariah 
prohibition to achieve a fair 
presentation: 
• title of the MFRS from which 
the IFIs has departed. 
 
 
 
 
 
3 
• nature and reason of the 
decision 
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• financial effect of the 
departure on each item in the 
financial statements that 
would have been reported in 
complying with the MFRS 
requirement. 
6. (b) IFIs to disclose an obligation to 
pay zakat or not in the financial 
statements. If the IFIs pay zakat, 
additional information is required to 
be disclosed which are its 
responsibility towards zakat payment 
either on the business, and/or behalf 
of the shareholders, the zakat 
calculation formula e.g. growth 
method, working capital method; and 
the recipients of zakat fund e.g. Baitul 
Mal, the poor, etc. 
 
 
 
 
1 
iii – Disclosure on Recognition of Income 
Section 10.15 of Financial Reporting for Islamic Banking Institutions require IFIs to 
disclose the following: 
7. • non-profit income and other 
operating expenses with a 
breakdown of major items of 
income or expense 
1 
iv – Disclosures on Non-Shariah Compliance Income 
Section 10.21 of Financial Reporting for Islamic Banking Institutions require IFIs to 
disclose the following: 
8. (i) sources donations/charities funds 
(e.g. Gharamah amount, Non-Shariah 
compliance income, shareholder’s 
 
1 
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funds) 
(ii) and uses of such funds (e.g. 
distribution to the poor or an 
education fund). 
 
1 
9. Section 10.6 also requires IFIs to 
disclose the recognition and 
measurement accounting policies on 
the following: 
(c) IFIs shall disclose additional 
Information regarding non-Shariah 
compliance income: 
(i) nature of non-Shariah compliant 
activities; 
4 
(ii) amount of non-Shariah compliant 
income; 
(iii) number of non-Shariah compliant 
events occurring during the year; and 
(iv) rectification process and control 
measures to avoid recurrence of such 
non-Shariah compliant activities 
v – Disclosures on Derecognition of Gharamah and Distribution of Non-Shariah 
Compliance Income  
IFIs shall disclose the following requirements as set out in the Section 8 of Guidelines on 
Late Payment Charges for Islamic Financial Institutions  
10.  Section 8 requires IFIs to disclose the 
following: 
• To recognise the Ta’widh 
charges as ‘Non-profit 
income’ in the income 
 
1 
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statement. 
• To recognise the Gharamah 
committed by IFIs as ‘Other 
liabilities’ in the balance 
sheet. 
 
1 
• To disclose the utilisation of 
Gharamah received in the 
notes to accounts for ‘Sources 
and uses of 
donations/charities fund’ as 
per the Appendix III of the 
Guideline.  
 
1 
• Shariah Committee to disclose 
its oversight function over the 
management and distribution 
of the donation/charity fund in 
the Shariah Committee report. 
 
1 
vi – Disclosure on Purification of Non-Shariah Compliance Income 
IFIs shall disclose the following requirements as set out in the Appendix 3: Shariah 
Committee’s Report of the Shariah Governance Framework for Islamic Financial issued by 
BNM on 1 January 2011. 
11. Shariah Committee to disclose that all 
earnings that have been realised from 
sources or by means prohibited by the 
Shariah principles have been 
considered for disposal to charitable 
causes. 
 
 
1 
 Total Indicators 25 
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6.5 SCORING METHOD OF DISCLOSURE OF NON-SHARIAH COMPLIANCE 
(NSC)  
6.5.1 THE SCORING METHOD 
This study has employed an unweighted Dichotomous method as the indicators 
selected which were wholly based on the mandatory regulatory requirements as 
discussed in Chapter 3. The Scoring Method for Financial Statement Compliancy of 
Islamic banks in Malaysia are divided into five ratings that are briefly explained in the 
following table; 
Compliance Rating Compliance Criteria Grading Score 
Compliant A There are no shortcomings 0.81 – 1.0 
Largely 
Compliant 
AA There are only minor 
shortcomings 
0.61 – 0.80 
Partially 
Compliant 
B There are moderate 
shortcomings 
0.41 – 0.60 
Materially 
Non-Compliant 
BB There are major shortcomings 0.21 – 0.40 
Non-Compliant C Almost none of the 
requirements have been met 
0.10 – 0.20 
Table 38 Compliance Rating, Criteria and Score 
 
6.6 SAMPLING, ASSIGNING WEIGHT AND ASSESSING COMPLIANCE WITH 
REGULATORY REQUIREMENTS BASED ON THE AUDITED FINANCIAL 
STATEMENT FOR THE YEAR ENDED 2014, 2015 AND 2016. 
This rating classification will further illustrate the level of compliance of the IFIs 
towards the Shariah related requirements imposed by the regulator. 
Table 39.0 Reports the Disclosure of NSC Index for the four major Islamic 
banks in Malaysia.  
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No Regulatory 
Requirements 
CIMB 
Islamic 
Bank 
MAYBANK 
Islamic 
Bank 
Berhad 
RHB 
Islamic 
Bank 
Berhad 
Bank 
Islam 
Malaysia 
Berhad 
1. IFIs to disclose in the 
Introductory Paragraph 
the following:  
a. purpose and identify 
the Shariah committee’s 
engagement toward the 
Islamic banks 
1 1 1 1 
b. a clear statement of the 
management’s 
responsibility to ensure 
compliance of Shariah 
principles. 
1 1 1 1 
 
2. IFIs to disclose the nature 
of the work performed: 
a. confirmation that the 
Shariah Committee has 
performed appropriate 
tests, procedures and 
review work 
1 1 1 1 
3. IFIs to disclose the 
Shariah Committee’s 
Report as part of the 
Annual Report signed by 
not less than two Shariah 
Committee members. 
1 1 1 1 
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4. IFIs to disclose and 
express the Shariah 
Committee’s opinion on a 
licensed person’s 
compliance with Shariah 
in respect of: - 
a. contracts and related 
documentation used 
1 1 1 1 
b. appropriateness of 
Shariah for the allocation 
of profit between 
shareholders and 
investment account 
holders; and where 
appropriate 
1 1 1 1 
c. disposal of any 
earnings from prohibited 
sources/means to 
charitable causes; 
1 1 0 1 
d. zakat computation; and 1 1 1 1 
e. any known non-
compliance with Shariah 
and action taken to 
remedy the non-
compliance as reported 
by a licensed person as 
specified in the Circular 
on Non-Shariah 
Compliance Reporting 
1 1 0 1 
5. Section 10.6 requires IFIs 
to disclose the 
1 1 1 1 
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recognition and 
measurement accounting 
policies on the following: 
(a) (ii) IFIs to disclose the 
following if the MFRS 
requirement is not 
implemented due to 
Shariah prohibition to 
achieve a fair 
presentation: 
• title of the MFRS 
from which the 
IFIs has departed. 
• nature and reason 
of the decision 
1 1 1 1 
• financial effect of 
the departure on 
each item in the 
financial 
statements that 
would have been 
reported in 
compliance with 
the MFRS 
requirements. 
1 1 1 1 
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6. (b) IFIs to disclose an 
obligation to pay zakat or 
not in the financial 
statements. If the IFIs pay 
zakat, additional 
information is required to 
be disclosed which are its 
responsibility towards 
zakat payments either on 
the business, and/or 
behalf of the 
shareholders, the zakat 
calculation formula e.g. 
the growth method, the 
working capital method; 
and the recipients of the 
zakat fund e.g. Baitul 
Mal, the poor, etc. 
1 1 1 1 
7. • non-profit income 
and other 
operating 
expenses with a 
breakdown of 
major items of 
income or 
expense 
0 0 0 0 
8. (i) sources 
donations/charities funds 
(e.g. Gharamah amount, 
non-Shariah compliance 
income, shareholder’s 
funds) 
1 1 0 1 
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(ii) and uses of such 
funds (e.g. distribution to 
the poor or an education 
fund). 
0 1 1 1 
9. Section 10.6 also requires 
IFIs to disclose the 
recognition and 
measurement accounting 
policies on the following: 
(c) IFIs shall disclose 
additional Information 
regarding non-Shariah 
compliance income: 
(i) nature of non-Shariah 
compliant activities; 
1 1 0 1 
(ii) amount of non-
Shariah compliant 
income; 
0 1 0 1 
(iii) number of non-
Shariah compliant events 
occurring during the year; 
and 
1 0 0 1 
(iv) rectification process 
and control measures to 
avoid recurrence of non-
Shariah compliant 
activities 
1 1 1 1 
10.  Section 8 requires IFIs to 
disclose the following: 
• To recognise the 
0 1 0 0 
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Ta’widh charges 
as ‘Non-profit 
income’ in the 
income statement. 
• To recognise the 
Gharamah 
committed by IFIs 
as ‘Other 
liabilities’ in the 
balance sheet. 
0 1 0 0 
• To disclose the 
utilisation of 
Gharamah 
received in the 
notes to accounts 
for ‘Sources and 
uses of 
donations/charitie
s fund’ as per the 
Appendix III of 
the Guideline.  
0 1 0 0 
• The Shariah 
Committee to 
disclose its 
oversight function 
over the 
management and 
distribution of the 
donation/charity 
fund in the 
Shariah 
Committee report. 
0 0 0 0 
11. The Shariah Committee 0 1 0 1 
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to disclose that all 
earnings that have been 
realised from sources or 
by means prohibited by 
Shariah principles have 
been considered for 
disposal to charitable 
causes. 
 Total number of items 
disclosed  
17 22 13 20 
 Total required 
information to be 
disclosed 
25 25 25 25 
 Total compliance score 0.68 0.88 0.52 0.80 
Table 39 Reports the Disclosure of NSC Index for the four major Islamic banks in 
Malaysia 
The highest score means a bank is more consistent in disclosing required information 
as per relevant standards. The compliance score as shown in the above table indicates 
that Maybank Islamic Bank Berhad scored the highest (0.88), followed by Bank Islam 
Malaysia Berhad (0.80), CIMB Islamic Bank (0.68) and RHB Islamic Bank (0.52).  
 
Compliance 
Rating 
Compliance Criteria Ranking of IFIs in 2016 
Compliant A Almost all the requirements 
have been met 
Maybank Islamic Bank Berhad & 
Bank Islam Malaysia Berhad 
Largely 
Compliant 
AA There are only minor 
shortcomings 
CIMB Islamic Bank Berhad 
Partially 
Compliant 
B There are moderate 
shortcomings 
RHB Islamic Bank Berhad 
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Materially 
Non-
Compliant 
BB There are major shortcomings None 
Non-
Compliant 
C Almost none of the 
requirements have been met 
None 
 
The NSC Index indicates that Maybank Islamic Bank Berhad and Bank Islam 
Malaysia Berhad shared an A rating for its compliance level. CIMB Islamic Bank 
Berhad obtained an AA rating which indicates minor shortcomings. On the other 
hand, RHB Islamic Bank ranked the lowest among the IFIs and fell under Rating B, 
which indicates a moderate shortcoming in disclosing information in the audited 
financial statement. However, none of the IFIs scored the lowest rating. This shows 
that the IFIs in Malaysia were either Partially or Largely or Compliant with the 
mandatory disclosure requirements.  
 
6.7 COMPARISON OF DISCLOSURE OF NON-SHARIAH COMPLIANCE (NSC) 
BY YEAR 
Table 40.0 presents the comparison of Disclosure of the NSC Index between 
2014, 2015 and 2016.  
Compliance 
Rating 
Ranking of IFIs in 
2016 
Ranking of IFIs 
in 2015 
Ranking of IFIs in 
2014 
Compliant A Maybank Islamic 
Bank Berhad (1) 
Bank Islam 
Malaysia Berhad 
(1) 
Bank Islam 
Malaysia Berhad (1) 
Largely 
Compliant 
AA Bank Islam Malaysia 
Berhad (2) & CIMB 
Islamic Bank Berhad 
(3) 
Maybank Islamic 
Bank Berhad (2) 
& CIMB Islamic 
Bank Berhad (3) 
Maybank Islamic 
Bank Berhad (2) & 
CIMB Islamic Bank 
Berhad (3) 
Partially 
Compliant 
B RHB Islamic Bank 
Berhad (4) 
RHB Islamic 
Bank Berhad (4) 
RHB Islamic Bank 
Berhad (4) 
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Materially 
Non-
Compliant 
BB None None None 
Non-
Compliant 
C None None None 
Table 40 The Comparison of Disclosure of the NSC Index between 2014, 2015 and 
2016 
Based on the results, Bank Islam Malaysia Berhad ranked no.1 in two consecutive 
years from 2014. In addition to that, Maybank Islamic Bank Berhad’s score went up 
in 2016. On the other hand, RHB Islamic Bank Berhad’s rank remains unchanged 
from 2014. Overall, the Index was the best tool for stakeholders to measure the level 
of compliance among the IFIs towards mandatory and non-mandatory regulatory 
requirements. 
This index shows a small number as its main limitation, due to low data accessibility. 
However, the result of the study has shown the comparison between 2014, 2015 and 
2016, which demonstrates the level of compliance from year to year since the 
enforcement of the IFSA in 2013. Another limitation was the dichotomous approach 
applied to develop the index accurately. The study further proposes to develop an 
index to briefly identify the level of compliance among selected major Islamic banks 
with mandatory and non-mandatory regulatory requirements. However, the Index 
results showed that some of the required information were not fully disclosed by all 
IFIs, such as information on Ta’widh and Gharamah required by the Circular on the 
Non-Shariah Compliance issued by BNM.  
 
6.8 CHAPTER CONCLUSION 
Previous literature reviews mentioned that all products offered by the IFIs must 
conform with Islamic principles (Al-Qaradhawi,1960; Khalid, 1995; Kasim et 
al.,2013) and approved by the Shariah advisor (Sekreter, 2013; Arshad and 
Wardhany, 2012; Ali et al.,2013; Marines 2001).  BNM (2010) has issued the Shariah 
Governance Framework, the Shariah Committee is responsible and accountable for all 
Shariah decisions, opinions and views provided by them to the IFIs. Section 28(5) on 
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the other hand, clearly mentioned that the management or board of directors can be 
sentenced up to eight years or a fine not exceeding twenty-five million ringgits or 
both in case of non-Shariah compliant events occurred (IFSA, 2013).   
Based on the above data analysis, the present researches empirically concluded that 
all the Islamic banks scored a compliance rating between B (Partially) and A 
(Compliance) in meeting local Shariah and local regulatory requirements. The 
analysis further proved that the banks varied in paying Zakat, rectifying and reporting 
non-Shariah income and disclosing the beneficiaries of tainted income. The lack of 
standardisation among industry practices might raise major concerns among relevant 
stakeholders, including the Royal Police of Malaysia. However, the banks were 
committed to fully complying with the Shariah Governance Framework of BNM as 
reported in the annual report, which was audited by well-established international 
chartered accountants. Lastly, the proposed NSC Index above will further improve the 
compliance scoring of the Islamic banks and increase the confidence level of Islamic 
institutional investors as well as individual investors. 
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CHAPTER SEVEN 
“He grants wisdom to those whom He wills; and whoever is granted wisdom has 
indeed been granted much good” 
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CHAPTER 7: FINDINGS, CONCLUSION AND LIMITATIONS 
7.1 INTRODUCTION 
This chapter represents the most important organ in the research study. Given the 
recent literature review, it discusses the findings from the questionnaires, semi 
structured interviews and content analysis, in order to address the research questions. 
Moreover, this chapter provides policy recommendations to improve the policy of 
dealing with non-Shariah compliant events and income by considering the 
understanding among Shariah personal, the existing Shariah governance framework 
and internal policies within the IFIs, the lacuna in the existing legal framework and 
statutory financial disclosure. Practically, this chapter offers a model framework to be 
considered as a best practice in the industry. In summary, the research study has 
fulfilled all the research aims and objectives, as well as the research questions 
developed in the very first phase of this thesis. 
7.2 DISCUSSION ON THE OVERALL FINDINGS 
First and foremost, the hypothesis I of “Adequate Shariah governance practised 
within IFIs will lead to proper treatment of non-Shariah compliant income” 
particularly initiated from the objectives of this thesis was to explore the Shariah 
governance framework of IFIs in Malaysia.  
There is robust literature available concerning the implementation of Shariah 
governance within IFIs. Notable works include Hasan (2012), Ibrahim et al. (2011), 
Abdullah and N.Y (2005) Chong and Liu (2009), Khalid (1995), Arshad and 
Wardhany (2012), Al-Zuhaili (2006), Ali, Hussain and Dusuki (2013) and Firoozye 
(2009), Mihajat and Hasan (2014). In addition to that the mixed method research were 
developed and designed to examine the first research question, namely, how does the 
Shariah Advisory Council for IFIs in Malaysia ensure the activities follow Islamic 
finance and how non-Shariah compliant events should be reported to the authority. 
From the survey, thirteen Likert questions were conveyed in the questionnaires and 
six open ended questions were communicated in the semi structured interviews. 
Consistent with the hypothesis, the results show that Shariah governance in Malaysia 
is fully adhered to and committed by top down management of the IFIs. The surveys 
showed that the majority of respondents agreed that their Shariah Committee must 
play a major role in rectifying non-Shariah compliant events. From the literature 
review, Shariah governance is clearly defined by the central bank, BNM through its 
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Shariah Governance Framework that emphasises the roles of Shariah Committees, 
Board of Directors and the four functions of Shariah, such as Shariah Audit, Shariah 
Review, Shariah Research and Shariah Secretariat.  To support this, the findings from 
the content analysis of the major Islamic banks further confirmed that Maybank 
Islamic Bank Berhad and CIMB Islamic Bank Berhad clearly mentioned their 
commitment towards the responsibilities of Shariah Committees in the Director’s 
report as required by the BNM Shariah Governance Framework. However, RHB 
Islamic Bank Berhad and Bank Islam Malaysia Berhad only indicated that the bank, 
in principle, offered banking products that complied with Shariah requirements. This 
indicates that some of the Board of Directors acknowledged and committed to 
specific roles and responsibilities of Shariah Committee to ensure the products offered 
were in compliance with Shariah principles as compared to RHB Islamic Bank 
Berhad and Bank Islam Malaysia Berhad, which only indicated a generic self-
assurance for the products offered to comply with Shariah.  
These findings also consistent with the opinions of the interviewed Shariah advisors 
of the Bank Negara Malaysia that the responsibility should fall onto the management 
of the IFIs to ensure the regulations governing Islamic banking either from a technical 
or Shariah perspective are fully adhered to amid lacking standard operating 
procedures to accommodate and facilitate any occurrence of non-Shariah compliant 
events. The findings also showed that the majority of respondents agreed on the 
occurrence and existence of non-Shariah compliant events in day-to-day operation of 
IFIs despite having Shariah governance framework and policy in-place. Findings from 
the semi structured interviews also affirmed the above position where available 
Shariah standards issued did not eliminate non-Shariah compliant events. 
Subsequently, the findings close on of the gap identified earlier by providing 
empirical analysis on the existences and types of non-Shariah compliant transactions 
reported in the case of IFIs in Malaysia. Hence, the hypothesis is correct where 
adequate Shariah governance is very important element to ensure proper treatment of 
non-Shariah income. 
In responding to the second hypothesis of “A strong legal framework influences 
adequate Shariah governance and the proper treatment of non-Shariah income”, 
which is related to the second objective of this thesis. Seven Likert questions were 
formulated in the questionnaire surveys and four open ended questions were raised for 
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the semi structured interviews to investigate the second research question, namely 
how the adequacy of the legal regulations by the Central bank of Malaysia in the case 
of non-Shariah compliant events ensure that IFIs prevent any rise of anti-money 
laundering activities. Notable works include Yaacob et al. (2011), Sadiq and Black 
(2012), Lateh et al. (2010), Miskam and Nasrul (2013), Shafii et al. (2015) and Farrar 
(2011) discussed the regulatory framework governing the operation os IFIs in 
Malaysia.  
The findings showed that the majority of respondents agreed that Malaysia is 
implementing a dual legal framework and the central bank, Bank Negara Malaysia, 
plays a vital role in regulating the Islamic banking industry. The new laws were 
passed in 2013 which are the FSA and the IFSA which gives sole authority to the 
BNM to regulate and monitor the operations of IFIs in Malaysia’s Islamic banking 
industry to ensure compliance with Shariah principles.  
Findings from the semi structured interviews also established that specific guidelines 
for Islamic banks pertaining to non-Shariah compliant income will ensure the 
compliance of Islamic banking activities and the reporting of such income. 
Nevertheless, the capability of the banks to identify potential non-Shariah risk was 
criticised. This showed that the existing IT systems used by the banks cannot detect 
nor prevent any non-Shariah compliant event from occurring within the bank. 
Whereas, findings from the content analysis of major Islamic banks further 
demonstrated that the Shariah Committee report, the Independent Auditor report and 
Zakat computation were disclosed by the Islamic banks as required in the BNM’s 
requirement of reporting for IFIs. 
In addition to that, findings from the questionnaires also confirmed that the 
respondents anonymously agreed that the banks must comply with AMLATFA and 
that a failure to comply with the Act will result in the banks being subjected to 
penalties. However, 14% respondents agreed that the banks do not maintain a list of 
charitable bodies for the disbursement of non-Shariah compliant income due to a lack 
of guidelines issued by the regulator. In addition to that, 23% respondents who 
claimed there were guidelines in-place within the IFIs indicated that there were no 
specific procedures mentioned in the bank’s SOP to ensure the charitable bodies are 
not involved in terrorist groups or activities. These two findings provide empirical 
 224 
evidences on the practises of Shariah officers in channeling fund for charitable causes 
in Malaysia. Hence, the hypothesis is correct that the laws imposed by a country will 
influence adequate Shariah governance and the proper treatment of non-Shariah 
compliant income.  
Finally, hypothesis 3 was, “Sound financial disclosure, greater transparency in the 
treatment of non-Shariah compliant income”, which was also related to the third 
objective of the research which was to observe and identify the financial disclosure 
and treatment of non-Shariah compliant income by IFIs. From the existing literature 
reviews, Ibrahim and Hameed (2007), Mohammed et al. (2016), Hassan and Lewis 
(2007), Gambling and Karim (1993), Harahap (2003), Al-Baluchi (2006), Archer and 
Karim, (2007) and Hasan (2010) found strong basis for IFIs to disclose financial 
information for the interest of the stakeholders at large. BNM (2010) has asserted the 
Shariah Governance Framework for IFIs in its guideline that required the Shariah 
Committee Report to be disclosed in the annual report of the IFIS. The written 
opinion should include all earnings that derived from sources prohibited by Shariah 
laws and have been decided to be channelled for charitable purposes. However, based 
on the comparative study of Malaysian based Islamic banks that were selected, the 
channelling fund to charitable cause are simply inconsistent from one another. 
In response to the third research question, namely, how does financial disclosure in an 
annual report ensure transparency and prevent IFIs from financing terrorism activities, 
thirty-three questions were formulated in the questionnaire survey (that consisted of 
11 Likert, 9 closes ended, 2 dichotomous and 11 closed ended questions) and six 
questions raised for the semi structured interviews. In addition to that, the findings 
from the surveys suggested that the most frequent non-Shariah compliant events that 
occurred within the Islamic banking operations fell into the following categories; 
1) Category A: Sequence of Agreement that mainly occurred in the 
Inah/Tawarruq based transactions. 
2) Category B: Non-halal income received. This was mainly Commission income 
received from a merchant due to non-halal transactions. 
3) Category C: Non-Shariah compliant advertisements. This was mainly for 
marketing and promotional materials used to promote the Islamic banking 
products. 
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4) Category D: Other than the above 
Findings from the content analysis of the major Islamic banks further confirmed that 
all Islamic banks disclosed non-Shariah compliant events except RHB Islamic banks 
in their Shariah Committee report that can be grouped into the below categories; 
1) Category A - A lapse in execution of transactions 
- Non-execution of Commodity 
Murabaha 
- Withdrawal of placement before 
trading 
-Incomplete Tawarruq 
- Absence of a Tawarruq transaction 
- Term Deposit-I Tawarruq 
- Negotiable Islamic debt certificate (Bai 
Inah based) 
2) Category B - Income from financing non-
permissible activities. 
- Commission income received from a 
merchant due to an Islamic credit card 
facility for a non-halal transaction. 
- Commissions received from non-
Shariah compliant merchants 
- Interest received from nostro accounts 
3) Category C  
 
- Non suitability of marketing 
collaterals. 
- Usage of conventional terminology 
- Motor vehicle covered by conventional 
insurance 
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- CIMB Property Mart used 
conventional documents 
- Female model used in marketing 
materials of Islamic products do not 
conform with Shariah 
- Web banner advertisement failed to 
comply with Shariah 
4) Category D - Income earned above selling price 
- Term Financing-I secured by Amanah 
Saham Bumiputera using dual wakalah 
instead of one. 
- Inaccurate calculation of Safekeeping 
Fees for Ar-Rahn Legacy Accounts 
- Labbaik Account-I (modaraba based) 
 
The findings from the content analysis of major Islamic banks affirmed that Maybank 
Islamic Bank Berhad decided to purify the income derived from non-Shariah 
advertisement activities. On the other hand, CIMB Islamic Bank Berhad, through its 
Shariah Committee, only decided and proposed for corrective action to be taken but it 
did not result in any income being purified.  
Furthermore, findings from the questionnaires confirmed that 14% of respondents 
indicated that their bank did not disclose the non-Shariah income in their financial 
report, compared to the other 96% respondents that believed so. This can be seen 
from the audited financial statements of RHB Islamic Bank in three consecutive years 
from year 2014 to 2016, where no non-Shariah event and income was reported.  
Findings from the content analysis of the major Islamic banks affirmed the increasing 
amount of non-Shariah income from year to year. In 2016, the total non-Shariah 
income disclosed amounted to MYR107,000, which recorded an increment of about 
MYR43,000 compared to the previous year. While in 2014, the total non-Shariah 
income recorded was MYR30,000.  
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There have been few attempts to associate IFIs with terrorism financing by Levitt 
(2003), Haigner et al. (2012), Brisard (2002), Wilkinson (2005) and Haigner et al. 
(2012), (Ali and Syed, 2010), (El-Gamal, 2005). However, this is not straightforward. 
In determining the recipients of non-Shariah income purified by IFIs, the findings 
from the questionnaires empirically confirmed that the respondents agreed that the 
banks channeled the illegitimate income to private NGO (54%) and government back 
institutions, such as Zakat (5.71%), foundations that were related to the banks 
(5.71%), student scholarships (2.86%) and others (22.86%), such as health centers. 
Findings from the semi structured interviews confirmed the above position, where all 
the illegitimate income should be disposed for charitable causes. However, the 
interviewed Shariah advisors raised a concern over the beneficiaries of illegitimate 
income that should be registered with the government and based on the Maqasid of 
Shariah. Hence a specific guideline to deal with non-Shariah compliant income and its 
distribution should avail as an industry best practice. Findings from the content 
analysis further demonstrated that there were no specific beneficiaries disclosed in the 
audited financial statements. However, the findings from the content analysis further 
supported that the banks mentioned in their audited financial statements the sector of 
recipients that the illegitimate income was channeled to which were; 
- Da’wah activities  
- Schools 
- Mosques 
- NGOs 
During the screening procedures of the charitable bodies within IFIs, the findings 
from the questionnaires confirmed the following internal processes were practiced by 
the IFIs involved to ensure the money was not disbursed to terrorist activities; 
- Of the 35 respondents, 14% responded that the banks needed to obtain 
external verification, such from the police department. 
- Of the 35 respondents, 29% responded that the banks needed to obtain internal 
verification, such as from the bank’s anti-money laundering officer. 
- Of the 35 respondents, 29% responded that this matter was not mentioned 
clearly in the banks’ SOP. 
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- Of the 35 respondents, 28% responded as “Others”, i.e. that the banks will 
perform due diligence and background checks either through its human 
resource staff or other staff.  
The questionnaires also suggested that the industry had different practices when 
channeling the illegitimate income to foreign bodies. This shows a diverse 
interpretation among Shariah personnel and Shariah Scholars regarding the end-to-
end process in reporting and dealing with illegitimate income to the appropriate 
beneficiaries. Hence, this paper empirically provides evidences on the disclosure of 
the recipients of non-Shariah income by IFIs and its purified amount in Malaysia 
From the developed Disclosure of NSC Index in Chapter 6.3, the results demonstrated 
that none of the four major Islamic banks fully complied (100%) with the mandatory 
regulatory requirements. However, only two banks scored the highest rating in 2016, 
which indicated that almost all required information was disclosed in their audited 
annual report, compared to only one bank in 2015 and 2014. Hence, there is a positive 
relationship in the third hypothesis developed earlier, where sound financial 
disclosure results in greater transparency in the treatment of non-Shariah income. 
7.3 THE IMPLICATION OF FINDINGS 
The research findings concluded that Shariah requirements play a vital role in 
determining the operations of the Islamic banks in Malaysia. The strong regulatory 
framework was supported and strengthened by the implementation of dual banking 
laws at a macro level, which are FSA and IFSA 2013. On a micro level, the research 
findings showed that the appointed Shariah Committee of the Islamic banks was a 
self-regulated body that determined whether a bank achieved its objective in 
complying with Shariah requirements or not. This includes their role in deciding on 
any breach of Shariah requirements and declaring non-Shariah compliance income to 
be disposed in the financial statements. However, the lack of standardisation and 
interference in the disclosure of non-Shariah events and income contributes to 
different approaches taken by the IFIs. This will lead to undisclosed beneficiaries of 
charity account that received such non-Shariah compliant income. Apart from that, 
the lack of benchmark applied in determining varied Shariah committee remuneration 
fees also contribute to unfair competition in the Islamic finance industry, especially 
for local banks. The country regulator or market authority should re-examine the 
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establishment of the NSC Index to help Islamic banking consumers or investors make 
an informed decision and have a clear picture on the compliance level of licensed IFIs 
to Islamic principles. The Index, on the other hand, will have an adverse impact on 
the reputation of the IFIs, if SNC incidents occur. Having said that, this initiative 
should be monitored by the country regulator to eliminate the reputational risk, since 
the criteria and database maintained by the regulator is highly reliable and valid. 
A comprehensive model framework is suggested to be developed by improving the 
existing corporate governance and legal framework, minimum statutory requirements 
of financial disclosure and the treatment of non-Shariah compliant income by IFIs in 
Malaysia. 
7.4 RESEARCH LIMITATIONS AND FUTURE RESEARCH 
The scope of this study is limited to non-Shariah compliant income of IFIs, which is 
specifically focused on Shariah governance, the legal and regulatory framework, the 
purification process involved in non-Shariah compliant events, Shariah reports 
regarding income received by IFIs and combating money laundering from the 
perspectives of IFIs in Malaysia. This research focuses on the framework adopted by 
IFIs regarding the issue of non-Shariah compliant income in Malaysia and whether 
different IFIs adopt different approaches or similar guidelines provided by the Central 
Bank of Malaysia. The research attempts to explore how IFIs overcome issues related 
to non-Shariah compliant income by specifically considering the practices by 
systematically analysing the empirical results of the research. Its findings may 
provide certain essential guidelines and a strong and effective framework to deal with 
issues related to non-Shariah compliant income. 
This study further offers an analysis and examination on the policy governing non-
Shariah income that practised in Malaysia. The research provides substantial findings 
and knowledge to further enhance the existing Shariah governance of IFIs. The study 
also has a number of limitations, firstly, on the actual data available to quantify the 
total non-Shariah income of IFIs from 2014 – 2016. The data is collected by BNM 
from year to year from 2014 but this research study only has access to the information 
disclosed in the annual reports of IFIs. This specific constraint does not discredit the 
findings, but it could give more weight in terms of financial losses to the shareholders 
of the IFIs due to non-Shariah events that occurred within the Islamic banks. In 
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addition to that, this research also attempted to explore the financing of terrorism 
activities through the channelling of non-Shariah income, however there was no data 
available or disclosed on the specific beneficiaries of charitable bodies that received 
such non-Shariah income. Moreover, the research scope is very limited to Islamic 
banks that are governed solely by the BNM, whereas there are many other institutions 
that fall under the category of IFIs, such as Investment banks or Insurance Companies 
that offer Islamic products in Malaysia. Having said that, the study has yielded 
sufficient facts, a solid analysis and a comprehensive model to fulfil the research 
objectives and aims of the research study. Furthermore, it positively proved the 
research hypotheses by using a mixed method research, which was a combination of 
the qualitative and quantitative approach. Due to time constraints and a busy 
schedule, the number of Shariah advisors interviewed was relatively small but very 
significant where the research managed to obtain the opinion from the Shariah 
authority body i.e. members of SAC as stated by the Malaysian law i.e. IFSA 2013. 
This study also invites future research on the area of non-Shariah income and the 
decision taken by the Shariah Committee of IFIs by using the actual data collected by 
BNM since 2013. The research scope and design also can be expanded to other 
sectors of IFIs, not only in Malaysia but other parts of the world that offer Islamic 
financial products. Apart from that, an in-depth analysis can be carried out on 
advanced technology, for instance, the modelling of Artificial Intelligence to 
strengthen the roles and responsibilities of Shariah personnel to ensure the full 
compliance with Shariah principles in order to stay relevant in the Industrial 
Revolution 4.0. This research study will attract more researchers to further investigate 
the relationship between Islamic finance and terrorism financing, as it was widely and 
openly discussed after the 9/11 tragedy or terrorist attack in the USA.  
 
7.5 RECOMMENDATIONS 
7.5.1 THE GHANI MODEL TO DEAL WITH NON-SHARIAH COMPLIANT 
INCOME 
Recent literature reviews have shown that the Shariah governance structure was 
introduced by the central bank of Malaysia, BNM, as a mandatory practice for 
licensed IFIs in Malaysia (BNM, 2011). The structure, however, only emphasised on 
certain Shariah functions, which are Shariah risk, review, research and audit. 
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Unfortunately, it isn’t comprehensive enough to deal with non-Shariah compliant 
transactions. Based on the findings presented above, the researcher emphasises on 
additional key components which are legal and regulatory framework and financial 
disclosure apart from the existing Shariah governance structure. The study offers that 
a comprehensive model below named as ‘the Ghani Model’, should be considered as 
a benchmark and industry best practice in dealing with Non-Shariah Compliant 
Income to comprehend the existing Shariah governance framework and to facilitate 
the unique features of the Islamic banking industry. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
i- Adequate Shariah governance and SOP within IFIs 
The researcher has highlighted the Shariah governance framework adopted 
by the IFIs in Malaysia as part of a regulatory requirement. There was the 
only model of Shariah governance framework introduced by the central 
bank of Malaysia that consist of four Shariah functions (BNM, 2010).  The 
model has comprehensively explained the Shariah functions as discussed 
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earlier. Hasan (2010), Lahsasna (2014) and (Zain et al., 2015) agree that 
the Shariah governance should be improved to ensure good governance 
and best practices among the IFIs and for further growth and stability of 
the Islamic finance industry. However, important gaps still need to be 
addressed, including the Shariah governance in managing and monitoring 
the treatment of non-Shariah income from decision making and the 
distribution of illegitimate income. This research study also discloses that 
some of the respondents believed that existing internal SOPs are 
inadequate to deal with non-Shariah income. Hence, this model 
comprehends the existing Shariah governance framework to address the 
gap identified.  
Moreover, the ideal Shariah functions outlined in the Shariah governance 
framework will be supported and performed by the appropriate Shariah 
personnel working with the IFIs and Shariah advisors appointed by the 
IFIs, however, lack of knowledge in other field such as legal and 
accounting contribute to inconsistency in practise within the Islamic 
finance industry. Therefore, the study has emphasised in its research that 
the respondent profiles i.e. the qualifications and work experience will 
obtain the right results and findings. Similar goes for the suggested model 
where the right understanding and Shariah personnel should be the main 
factor in dealing with non-Shariah compliant income within the IFIs. 
Reasonable working exposure and continuous training and industry 
updates should be prioritised and monitored by the IFIs. 
 
ii- Strong legal framework and regulatory requirements 
Puad et al. (2015) suggested that regulator intervention should further 
guide the growth and stability of IFIs, especially the level of Shariah 
compliance for the users of financial reports for IFIs. In the case of 
Malaysia, there is a specific administrative guidance or circular issued by 
the central bank, BNM pertaining to (Shariah Non-Compliance Reporting, 
2013). The circular clearly states the standard reporting mechanism and 
guidance on any non-Shariah compliant event that occurs within the IFIs 
for submission to the BNM on a routine basis. The circular further 
explains that any non-Shariah income that arises due to an event must be 
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channelled to a charity fund which is clearly referred to Baitulmal and 
other Islamic institutions approved by the Shariah Committees of the IFIs. 
However, the study suggests a comprehensive regulatory requirement to 
expand the procedures from the detection of non-Shariah compliant events 
to the selection of charitable bodies which includes internal due diligence 
and background checks of the illegitimate income in order to fulfil the 
requirement of Maqasid Shariah. The finding from the interviewed 
members of the Shariah Advisory Council showed that the charitable 
bodies must at least be registered with the government, such as Baitulmal. 
Bailtulmal, according to Possumah and Ismail (2012) is mentioned in the 
Constitution as a public institution and trustee group based on the Ninth 
Schedule [Article 74, 77] Legislative Lists; Scenario II – List of the 
Constitution. The establishment of Baitul-Mal is a jurisdiction of the State 
Islamic Religious Council, the administration of each state in Malaysia. 
The regulator should revise the definition of an Islamic institution in its 
circular on the Shariah Non-Compliance Reporting (2013) since the 
circular defines an Islamic institution broadly as a body that has been pre-
approved by the Shariah Committee. 
 
iii- Sound financial disclosure 
The research findings clearly indicate the different practices in the 
information to be disclosed in audited financial statements. This might 
lead to unfair competition among the IFIs, where important factors are 
omitted in the audited financial statements, such as specific beneficiaries 
of non-Shariah income and non-Shariah events. It is also suggested for the 
Disclosure of the SNC index to be expanded and continued, to monitor the 
level of compliance among the IFIs for mandatory and non-mandatory 
regulatory requirements. 
 
7.5.2 A NON-SHARIAH COMPLIANCE (NSC) INDEX  
The research clearly mentioned its attempt to rank the IFIs according to their 
compliance level with the Shariah principles. The index should be developed by an 
independent party, other than IFIs and regulators, to avoid any potential conflict of 
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interest and commercial value. This Index is purely developed to assist investors in 
their decision making and to create awareness among Islamic banking consumers 
where all stakeholders’ interests are well preserved and protected. 
 
7.5.3 ISLAMIC BANKING IT SYSTEM ENHANCEMENT  
The research study suggests an up-to-date Islamic banking system to identify potential 
non-Shariah compliant events that occur within the operations of the IFIs. According 
to the findings from the semi-structured interviews, the members of the Shariah 
Advisory Council were concerned over the ability of the Islamic banking system to 
detect Shariah operational risk. The existing system employed by subsidiary IFIs 
mainly rely on their parent conventional bank. Hence, the abilities of the system are 
not maximised at the required level. 
 
7.5.4 SET A BENCHMARK FOR A REMUNERATION POLICY FOR THE 
SHARIAH COMMITTEE 
The study identified that different amount of remuneration was paid to the appointed 
Shariah Committees among the IFIs. Findings from the content analysis indicated that 
75% of the IFIs paid their Non-Executive Directors higher than their Shariah 
Committee while the rest paid its Shariah Committee higher than the Non-Executive 
Directors. This situation showed that there is no mechanism established to observe the 
performance relationship between the fees paid and contribution made by these two 
parties. This also might lead to adverse effects, where the cost to set up a new Islamic 
bank or maintain the license of doing Islamic banking business in a country is 
unjustifiable, yet, Islam recommends for each expense to be utilised efficiently and 
wisely. Hence this cost will leverage a bank’s consumers through its long term or 
short-term financing scheme. This also suggested that the benchmark is set by the 
regulator to justify the fees paid to the appointed Shariah committee in the industry. 
 
7.6 CHAPTER CONCLUSION 
This chapter concludes that there are gaps identified despite the implementation of the 
Shariah Governance Framework of BNM and other regulatory requirements in regard 
to the treatment of non-Shariah compliance income. Therefore, this lacuna could have 
an impact on the security and stability of the financial markets in the form of 
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financing terrorism and other possible money laundering activities. As expressed 
earlier, the standardisation of industry practices and the extension of regulatory 
requirements pertaining to non-Shariah income must be given very high priority by 
the regulators other than the BNM, as Islamic matters should be dealt with by the 
State Religious Authority, according to Malaysian laws and jurisdiction. Furthermore, 
the Ghani Model proposed should be considered to enhance the existing regulatory 
framework to govern Non-Shariah compliant transactions. Overall, it was found that 
all Islamic banks have complied with the basic requirements of the Shariah 
Governance Framework, however each bank has a different interpretation and practise 
in complying with the Shariah guidelines issued, since there was no specific 
requirement on the treatment of non-Shariah income. Thus, the objectives of Shariah 
to protect the life and wealth of people from being utilised may not be fulfilled nor be 
in accordance with Islamic law.  
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APPENDIX 1: QUESTIONNAIRES 
QUESTIONNAIRES 
Introduction: Candidate Details 
1. What is your initial (Nickname):……………………………..………… 
2. Gender?       □ Male                                 □ Female 
3. Age?            □ 20-30 years                       □ 30-40 years                        □ 40-50years 
4. Employer:              □ Maybank Islamic Berhad          □ CIMB Islamic Bank Berhad 
                                   □ Bank Islam Malaysia Berhad    □ RHB Islamic Bank Berhad 
                                   □ Al-Rajhi Banking and Investment Corporation (Malaysia) Bhd 
                                   □ Bank Muamalat □ Others: Please Specify……………….… 
5. Department:……………………………………………………………………. 
6. Marital Status?         □ Single              □ Married 
7. Educational Qualification □ Bachelor (1st Degree)        □ Professional Qualification 
                                               □ Postgraduate (Master/PhD)  □ Other 
8. Working experienced?  □ Less than a year           □ 1-5 years 
                                          □ 6-10 years                    □ More than 10 years 
9. Monthly Income? □ RM3000 and below          □ RM3001-RM5000 
                                 □ RM50001-RM10,000    □ RM10,001-RM20,000 
                                 □ More than RM20,000 
10. Have you attended training as listed below: 
□ Shariah issues in related to Islamic banking products            
□ Anti-money laundering and Anti-Terrorism Financing 
□ Conventional Banking Products  
□ Other (Please specify) …………………………………………………………………. 
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11. From the question above, which training is most significant to your job role now? 
…………………………………………………………………………………………… 
---------------------------------------------------------------------------------------------------------------- 
Note: 
*Please state your contact email if you are interested to receive the result of this research. 
* The questionnaire data will be used and stored for further analysis intended of this research topic. 
*All data will be kept private and confidential.  
Section 1: Understanding of Islamic Finance (Please tick where appropriate) 
No. Problem Statement Strongly 
Agree 
Agree Strongly 
Disagree 
Disagree 
12. Islamic bank is understood as a banking 
system that must be fully compliant with 
Shariah law even though in some cases 
occurrence of non-Shariah compliant 
event is sometimes unavoidable. 
Others:……………………………… 
□ □ □ □ 
13. Unlike Conventional banks, non-
Shariah compliant event occurred will 
resulted to non-Shariah income where 
the income cannot be regarded as an 
income received by an Islamic banks.  
 Others:……..…………………………… 
□ □ □ □ 
14. All the tainted income should be 
purified as advised by the Shariah 
advisor/committee of the banks. 
Others:……………………………..……. 
□ □ □ □ 
15. Islamic financial institution product is 
expected to be deemed as Shariah 
compliant from the early aqad (offer 
□ □ □ □ 
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and acceptance stage) until the end of 
the contract. 
Others:……..…………………………… 
16. All income resulting from non-Shariah 
compliant transactions will be 
channelled to charity according to the 
ruling made by the Shariah advisory 
committee in order to enhance social 
life of community in needs. 
Others:……………………………… 
□ □ □ □ 
17. Islamic finance products duplicate 
conventional banking and merely 
make it Islamic by eliminating 
prohibited elements according to 
Shariah law such as riba, maysir 
(gambling) and gharar (major 
uncertainty). 
Others:…….…………………………… 
□ □ □ □ 
 
Section 2: Shariah Governance of Islamic Bank 
 Problem Statement Strongly 
Agree 
Agree Strongly 
Disagree 
Disagree 
18. Shariah governance of an Islamic banks is 
to ensure that its aims and operations, 
business, activities and transaction are in 
compliance with Shariah. 
Others:……..…………………………… 
□ □ □ □ 
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19. The main role of a Shariah advisory body 
of each Islamic banks is in the aspects of 
Shariah supervision, monitoring, auditing, 
and issuing legal rulings and Shariah audit 
opinion. 
Others:………………………….……… 
□ □ □ □ 
20. Report of non-Shariah compliant event 
shall be submitted to Central Bank of 
Malaysia on an immediate basis.  
Others:……..…………………………… 
□ □ □ □ 
21. All Islamic banks are expected to have 
their appointed Shariah Advisory Board, 
Shariah review and audit function, and 
proper reporting line to ensure that all 
operations, transactions and activities of 
the Islamic banks are Shariah compliant. 
Others:…………………………… 
□ □ □ □ 
22. Within 14 days, IFIs is required to receive 
confirmation from SSC regarding non-
Shariah compliant event. Then the bank is 
required to submit to the Central Bank of 
Malaysia the rectification plan that is 
approved by their Shariah committee and 
SSC within 30days after the confirmation 
of SSC. 
Others:…….…………………………… 
□ □ □ □ 
23. Shariah advisor of Islamic bank 
must conduct special meeting to discuss 
the rectification plan for the non-Shariah 
compliant event within 30 days or to 
□ □ □ □ 
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exhaust to other means to obtain 
committee approval on the plan. 
Others:………….……………………… 
24 In contravention of IFSA 2013, severe 
punishment is imposed on the non-
compliance of the Act. 
Others:……………………….………… 
□ □ □ □ 
25. In relation to the question above, have 
your IFIs being convicted of such 
contravention? 
□ □ □ □ 
 
Section 3: Legal Regulatory Framework governing Shariah non-compliance of Islamic banks 
in Malaysia 
 Problem Statement Strongly 
Agree 
Agree Strongly 
Disagree 
Disagree 
26. A legal framework for Islamic finance 
reflects the policies adopted by the central 
bank in regulating and supervising Islamic 
finance industry  
□ □ □ □ 
27. Malaysia has implemented dual legal 
framework to govern both the 
conventional and Islamic finance industry 
and market. 
□ □ □ □ 
28. Central Bank of Malaysia has issued a 
sufficient guideline or regulation in 
dealing or reporting of non-Shariah 
compliant income. 
□ □ □ □ 
29. All Islamic banks in Malaysia must 
comply with the existing Central Bank 
□ □ □ □ 
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regulations in relation to non-Shariah 
compliant income. 
30. All Islamic banks are required by Central 
bank in Malaysia to disclose and report 
the non-Shariah compliant income in its 
annual report.  
□ □ □ □ 
31. Based on the question above, have your 
IFIs disclose non-Shariah compliant 
income in your annual report? 
□ □ □ □ 
 
Section 4: Disclosure of non-Shariah compliant Income in the Annual Report of Islamic 
banks. 
32. All products and transaction must be in 
compliant with all the requirement by the 
Shariah law. Otherwise, the income 
received from the transaction cannot be 
treated as revenue to the Islamic financial 
institution. 
□ □ □ □ 
33. Disclosure in Islamic banking is very 
important as compared to Conventional 
banking due to the profit-loss sharing 
model. 
□ □ □ □ 
34. All stakeholders of Islamic banks must be 
well informed on the non-Shariah 
compliant income received in its annual 
report to ensure full transparency and fair 
information. 
□ □ □ □ 
35. All stakeholders of Islamic banks should 
be well informed and communicated the 
amount purified and the recipients in its 
□ □ □ □ 
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annual report to ensure full transparency 
and fair information.  
36. All non-Shariah compliant amount 
reported must be reviewed by the 
appointed external auditor to ensure 
correct amount and accounting entries 
disclosed.  
□ □ □ □ 
37. Shariah advisory body should monitor the 
end-to-end process of channelling non-
Shariah compliant income to the 
approved recipients. 
□ □ □ □ 
38. Each bank has their own list of charitable 
body for the purpose of disposing the 
non-Shariah compliant income.  
□ □ □ □ 
39. There is a huge misconception that non-
Shariah compliant income is disposed of 
to assist the terrorist activities.  
□ □ □ □ 
40.  Every institution must comply to 
AMLATFA (Anti Money Laundering 
and Terrorist Financing Act), failure to 
comply will be subjected to penalty 
imposed by the act.  
□ □ □ □ 
41. Gharamah (Penalty) amount charged to 
the client of Islamic banks should be 
disclosed and reported in the annual 
report as revenue to the bank. 
□ □ □ □ 
Section 5: Purification of non-Shariah compliant Income. 
(Please tick the best answer that best suit your opinion) 
42 Based on your understanding, what is the different between income purification and 
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income cleansing?  
□ Income cleansing is done thoroughly in the process of gaining the income from non-
Shariah compliant while the purpose of income purification is to purify our soul by 
scarifying the wealth voluntarily for the benefits of others who in needs. 
□ There is no different between both jargons. 
□ The example of income cleansing is voluntarily charity such as Sadaqa while income 
purification is considered as compulsory charity such as Zakat.  
□ Other (please state)…………………………………………………………………… 
43 Based on your experience, how does non-Shariah compliant event and the amount 
involved reported and escalated in your institution? 
□ Business unit reported directly to the Shariah Department, Shariah Department 
escalated the matter to the Shariah advisory board for further deliberation, Shariah 
advisory board decided on the rectification and income purification (if any). 
□ Business unit reported directly to the Shariah Department, Shariah Department 
escalated the matter to the Shariah advisory board for further deliberation, Shariah 
advisory board referred to the Central Bank for final decision. 
□ Business unit escalated the matter to Head of Business unit for notification only. 
□ Business unit straight away decided to distribute the amount for charity. 
Others:…………………………………………………………………………….. 
44 Based on your experienced, how does the amount and accounting entries of non-
Shariah compliant income reviewed and verified? 
□ Reviewed by Shariah Department and verified by finance department only. 
□ Reviewed by Shariah Department and independently verified by internal/ external 
auditor only. 
□ Reviewed by Business Unit and verified by Head of Business Unit only. 
Others:……………………………………………………………………………… 
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45 Based on your experience, what is the best decision to be taken when the non-Shariah 
compliant event can be rectified? 
□ Enhance the current operation if necessary. 
□ Enhance the current operation if necessary and disclosed the non-Shariah compliant 
event in the Shariah Audit Opinion.  
□ No further action taken 
Others (please indicate)………………………………………………………………. 
46 Based on your experience, what is the best decision to be taken when the non-Shariah 
compliant event cannot be rectified? 
□ purify the income received. 
□ purify the income received and disclosed the non-Shariah compliant event occurred 
and amount involved in the Shariah Audit Opinion. 
□ No further action taken 
Others (please state)…………………………………………………………………. 
47 Based on your experience, what is the most preferable method for channelling non-
Shariah compliant decided by Shariah advisory board in order to purify the illegitimate 
income? 
□ Channel to charity by giving to charitable body/ institution. 
□ Channel to charity by giving directly to the poorer or community in needs. 
Other (please indicate)……………………………………………………………….. 
48 What types of charitable bodies/ funds that your institution have completely channelled 
the non-Shariah compliant income? Please tick at least one. 
□ Private non-profit organisation. 
□ Government backed institution such as Zakat Institution  
□ Mosque fund 
□ Charitable body or foundation that has related with the bank 
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□ Student scholarship fund, as part of bank’s known Corporate Social Responsibility. 
□ Staff fund, as part of bank’s known Corporate Social Responsibility. 
49 What is the most important screening process implemented at your institution in 
selecting charitable body to allocate the non-Shariah compliant income? 
□ Presented list of charitable body for Shariah advisory board approval. 
□ Perform background check for the proposed charitable body. 
□ Obtained the list of charitable body from the foundation owned by the bank. 
Others (please indicate)…………………………………………………………….. 
50 Based on your experienced, how does the bank ensure the charitable body that the bank 
is going to allocate non-Shariah compliant income does not involve in terrorist group 
or activity? 
□ obtained external verification such as police department. 
□ obtained internal verification such as bank’s anti money laundering officer. 
□ Not mentioned specifically in the bank’s Standard Operating Procedures (SOP) 
Others:…………………………………………………………………………….. 
51 Based on your knowledge, does the bank ever channel the non-Shariah compliant 
income to any overseas charitable body or foundation?  
□ No, not at all. 
□ Yes, at least one.  
Others:…………………………………………………………………………….. 
52 Based on your knowledge, is there any specific policy or procedure in relation to 
monitor or dealing with purification of non-Shariah compliant income within your 
institution? 
□ No, as I am fully aware of. 
□ Yes, but inadequate to guide Islamic bank’s staff on the end-to-end process of 
channelling non-Shariah compliant income to the approved recipients. 
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□ Yes. 
Others:…………………………………………………………………………….. 
 
Section 6: Existence of non-Shariah compliant Income in the Islamic Banks.  
Based on your experience, please indicate 
the frequent of the following non-Shariah 
compliant event that occurred and resulted 
an illegitimate income to your institution: 
Frequently Occurred 
Never Rare Occasional Frequent 
53. Gharamah (penalty) paid by customer 
to the bank due to delay in prepayment of 
Islamic financing services rendered/ credit 
facility. 
□ □ □ □ 
54. Return on investment recognised and 
received from the investment activity in 
the non-Shariah compliant fund, shares and 
business. 
□ □ □ □ 
55. The asset sold to the customer before 
the Islamic bank takes ownership/ 
possession of the asset from the seller first 
in Tawarruq (Commodity Murabaha) 
based transaction. 
□ □ □ □ 
56. Asset Sale Agreement (ASA) and 
Asset Purchase Agreement (APA) are not 
in a proper sequence in Inah based 
transaction. 
□ □ □ □ 
57. System failure to accommodate Islamic 
financing that resulted in compounding 
interest of prepayment amount paid by 
customer.  
□ □ □ □ 
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58. Selling a commodity to the Third buyer 
(Broker 2) that has connection with the 
first seller (Broker 1) in Commodity 
Murabahah based transaction. 
□ □ □ □ 
59. Overcharging customer in Islamic 
financing/ credit facility offered by the 
Islamic bank.  
□ □ □ □ 
60. Advertising false Islamic financing 
products information in brochure.  
□ □ □ □ 
61. Capital guaranteed offered by the 
Islamic banks in Modaraba (profit and loss 
sharing) investment to its customer.  
□ □ □ □ 
62. Commission received by the Islamic 
banks from the merchant due to Islamic 
credit card facility used by customer on 
prohibited item according to Shariah law.  
□ □ □ □ 
63. Interest received by the Islamic bank 
due to money deposited in interest based/ 
conventional saving account. 
□ □ □ □ 
64.  In regard to the above question, what 
is the most non-Shariah compliant event 
occurred in your IFIs.  
Answer: 
……………………………………………….. 
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APPENDIX 2:  SEMI- STRUCTURED INTERVIEW QUESTIONS 
 
Topic: Critical Analysis on the Policy, Legal and Regulations of the Non-Shariah 
Compliant Income in Islamic Banking Industry: The Case Study of Malaysia   
 
QUESTIONS: Section 1: Understanding of Islamic finance  
1. Briefly explain your understanding on Islamic banks operations and products? 
2. State your view on the current challenges of Islamic banks?   
3. Non-conformance of Shariah law might exist in a day-to-day operation of 
Islamic banks,  what are the factors that contribute to this non-conformity?   
Section 2: Shariah Governance framework of Islamic banks in Malaysia  
4. Explain in detail the responsibility and role of Shariah advisory board in the 
Islamic banks?   
5. Do you agree that having specific guidelines for Islamic banks operations will 
ensure Sharia  compliant activity?   
6. When Shariah governance fully implemented, will non-Shariah event 
preferentially  eliminate?   
Section 3: Legal regulatory framework governing non-Shariah compliant of 
Islamic banks in Malaysia  
7. Based on your knowledge, is there any specific policy/ guideline issued by the 
Central bank to monitor the reporting of non-Shariah compliant income?   
8. Briefly explain what is the best procedure when dealing with illegitimate 
income.   
9. Explain the criteria of charitable body for the purpose of distributing non-
Shariah compliant  income?  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10. In your opinion, do you think Islamic banks require for an enough policy and 
regulation  governing non-Shariah compliant income as benchmark?   
Section 4: Purification of non-Shariah compliant income and its disclosure in the 
annual report of Islamic banks  
11. What make the income received by Islamic banks is illegitimate? And who 
will determine the right way of disposing the illegitimate income?   
12. What is the involvement of Shariah advisory board in the review of non-
Shariah compliant income disclosed in the annual report?   
13. Is there any issue Islamically for an Islamic bank to channel an illegitimate 
income to the overseas charitable bodies/ foundation?   
14. As a Shariah advisor, would you preferably monitor the end-to-end process of 
channeling non-Shariah compliant income including channeling fund to the 
approved recipients. 
Section 5: Others  
15. First thing first, what should the Islamic bank investigates when channeling fund 
to charity?  
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